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Chapter 1: Introduction 


A fair, effective and well designed tax system is essential to the economic and 
social well-being of all Canadians. Over the past decade, it has become clear that 
Canada’s tax system is not adequately meeting Canadian priorities. 


Since September 1984 the government has been engaged in a process of ongoing 
tax reform to respond to the shortcomings in the present system. A discussion 
paper on corporate income tax reform was published in 1985. Options for sales tax 
reform have been considered. Social transfer programs and related tax provisions 
have been examined. Tax avoidance practices have been curtailed. But the 
numerous actions that have been taken, and the reviews that have been conducted, 
have served to demonstrate that a comprehensive approach is necessary to meet 
the overriding goals of producing a fair, consistent and well integrated personal, 
corporate and sales tax system that supports Canada’s economic and social 
objectives. A number of Canada’s trading partners have undertaken reforms to 
reduce tax rates and increase the efficiency of their tax systems. Their progress 
has accentuated the need for comprehensive tax reform in Canada. 


The government is now proposing comprehensive changes to the personal, 
corporate and sales tax systems. The broad outlines of the tax reform package are 
set out in the White Paper. The government intends to implement tax reform in 
two stages. First, the personal and corporate income tax systems will be reformed, 
starting in 1988. A broad-based, multi-stage sales tax will replace the existing 
sales tax in the second stage of tax reform. Implementation of sales tax reform 
will follow further consultations with provincial governments and 

interested Canadians. 


Chapter 2 of this paper provides an assessment of the main features of the existing 
income tax system and its weaknesses. An overview of the key measures proposed 
and an analysis of their impact on individuals and corporations are presented in 
Chapters 3 and 4. Chapter 5 describes each reform measure in greater detail. A 
number of new tax compliance and anti-avoidance rules are described in Chapter 
6. Chapter 7 outlines the next steps in the reform process. A companion paper, 
entitled Sales Tax Reform, sets out the proposals for sales tax reform. 


Principles of Tax Reform 


The proposed measures to reform the income tax system are based on the 
following principles: 


e The tax system should be fair and should respect Canadian views of social 
justice. It should be consistently progressive, imposing little or no burden on 


those least able to pay. There should be less variation than now in the tax 
position of individuals in similar economic circumstances. 


e The tax system should have a broader base and lower rates. It should 
minimize preferences that allow high-income individuals and profitable 
corporations to pay little or no tax. Rates should be lowered to encourage 
initiative and risk-taking. 


¢ The tax system should recognize Canadian realities and priorities. It should 
support Canada’s capital requirements for growth and development and 
contribute to Canada’s ability to compete in world markets. It should support 
regional development. 


e The tax system should be more understandable and less complex than it 
now is. 


e The tax system should provide a stable revenue base, to assure reliable and 
predictable revenues to finance public programs. 


These principles have guided the government in assessing the current tax system 
and in designing reforms. 


The proposed measures will achieve the following objectives: 


e Personal income tax revenues will be reduced and corporate income tax 
revenues will increase. Statutory income tax rates for individuals and 
corporations will be significantly reduced. 


e Many tax preferences will be reduced or modified. A number of tax 
exemptions and deductions will be converted to tax credits. These changes 
will make the income tax system fairer, more progressive, and more 
understandable. 


¢ Most individuals will pay less income tax. About 850,000 lower-income 
Canadians will be relieved of federal income tax altogether. More higher- 
income individuals and profitable corporations will pay tax and their overall 
share of the total tax load will increase. 


e Abusive tax avoidance will be curtailed through a new general anti-avoidance 
HuULe: 


e The special incentives that remain in the system will become more effective in 
achieving their objectives as other preferences are curtailed or removed. 


The proposed measures represent major change, but they are not a radical 
restructuring of our income tax system. The reform measures respect the 
essential elements of our current system and build on continuing efforts to make 
the system fairer. 


The Canadian tax system will continue to rely On income taxation as the major 
source of tax revenue. Income is an immediately understandable and generally 


accepted measure of an individual’s ability to pay taxes. A reformed and fairer 
sales tax system will remain an important contributor to federal tax revenues to 
avoid over-reliance on any one revenue source. 


Progressive income taxation will remain the pillar of the Canadian tax system. 
Marginal tax rates on individual income (that is, the additional tax paid on 
additional income) will continue to be higher, the greater an individual’s taxable 
income. 


The individual, and not the family, will continue to be the filing unit for personal 
income taxation purposes. The tax system will continue to recognize dependants. 
In general, the income tax will continue to be based on income from all sources, 
net of allowable expenses incurred to earn that income. Refundable income tax 
credits, such as the refundable sales tax credit and the child tax credit, part of 
which is now prepaid, will be continued to ensure that the tax system plays an 
effective role in redistributing income to those in need. 


Corporations will continue to be subject to tax on their income separately from 
their shareholders. Through the dividend tax credit, the proposed system will 
continue to provide recognition for Canadian shareholders of corporate taxes paid. 
It remains a simple and accepted way of recognizing that shareholders often 
receive dividends out of after-tax corporate income. 


Assuring an Integrated Structure 


The tax reform proposals are designed as an integrated set of measures. In 
assessing the proposals, it is important to recognize that they are designed to 
achieve overall balance. In an integrated approach, changes in one or more 
features of the system offset or reinforce other changes. 


The essence of the integrated approach is that broadening of the tax base by 
reducing tax preferences makes possible the lowering of tax rates which in turn 
compensates many individuals and corporations for the reduced preferences. For 
individuals over all, the effects of base broadening are more than offset by lower 
personal income tax rates. Most Canadians will pay less income tax. For 
corporations, the effects of base broadening more than offset the tax rate 
reductions. Many will pay more and overall corporate income tax revenues will be 
higher. 


It is also important to recognize that the tax reform proposals have been developed 
to be consistent with the government’s stated principles of responsible fiscal 
management. For this reason, changes are being made to the existing sales tax 
system pending reform of the sales tax in the second stage of the reform process, 
so that, over all, the proposals will have no significant impact on government _ 
revenues. They give rise to a multi-year deficit track that will continue to trend 
downward each year and will stabilize the ratio of net public debt to gross 
domestic product by the early 1990s. Fiscal responsibility is an integral 
characteristic of the tax reform proposals. The government is not prepared to 
contemplate tax reform proposals that increase the deficit. 


The proposed income tax measures presented here are the first stage of reform. 
Sales tax reform will be the essential next step. When sales tax reform is 
implemented, the personal and corporate surtaxes will be removed and further 
personal tax reductions will be implemented. The refundable sales tax credit, 
which will be increased in 1988, will be significantly enhanced and extended to 
more Canadians when the sales tax is reformed. Sales tax reform will also 
reinforce the positive economic benefits of income tax reform, by removing the 
anti-competitive biases and hidden production costs imposed by the current sales 
tax system. Over all, the combined effect will be a more progressive and better 
integrated tax system. 


Chapter 2: The Need for Tax Reform 


A review of the major features of Canada’s income tax system, and of trends in its 
development, is essential to understand the need for reform and the design of the 
proposed reforms. 


1. The Current Personal Income Tax 


Canada’s personal income tax system is based on individual taxable income. There 
are 10 federal marginal rates of tax, ranging from 6 per cent on the first $1,320 of 
taxable income to 34 per cent on the amount of an individual’s taxable income in 
excess of $63,347. When provincial taxes, expressed as a per cent of federal basic 
tax in all provinces except Quebec, are taken into account, combined marginal tax 
rates are about half as much again, with top federal/provincial marginal rates 
ranging from 51 to 57 per cent depending on the province. High marginal tax 
rates can discourage individual initiative and make it harder for Canadian firms to 
attract and retain key people. High tax rates also encourage the use of tax 
shelters. This, in turn, erodes the tax base and makes the system unfair. 


Canada’s tax system contains a great number of special tax deductions, 
exemptions and credits which favour one group or one activity over others. The 
latest accounting of these tax preferences published in 1985 listed several hundred 
measures costing many billions of dollars of potential tax revenue. No consensus 
exists about what constitutes a tax expenditure or how to measure the total costs. 
Nevertheless, this accounting clearly indicates that tax expenditures are numerous 
and have been growing. Tax expenditures often lead toa patchwork of incentives 
that are complex and difficult for taxpayers to understand and whose overall 
benefits and costs are difficult to assess. They mean that rates of tax have to be 
higher than otherwise. Preferences provided to one group can be unfair to all those 
bearing their full share of the tax burden. 


Due to exemptions and deductions, taxable income in 1984 represented only about 
60 per cent of total assessed income. Between 1972 and 1984, special tax 
deductions and exemptions (excluding personal exemptions and the age deduction) 
had risen from 9.5 per cent of income to 14 per cent of assessed income, indicating 
a significant erosion of the personal tax base. Had these deductions remained a 
constant fraction of taxable income, over $10 billion more income would have 
been taxable in 1984. Some of the more significant deductions and exemptions, 
and the dollar amounts involved, are listed in Table 2.1. 


Under a progressive personal income tax system, the average effective tax rate 
should rise with income. Chart 2.1 shows the amount of federal and provincial tax 


in various income ranges expressed as a percentage of income. The current system 
is generally progressive. The profile reflects the rising marginal rates and the 
pattern of use of special tax deductions and credits. Tax reform will reinforce the 
progressivity of the system. 


Persons with similar income should be treated similarly by the tax system. Where 
they are not, there should be general consensus that the reasons for the different 
treatment are justifiable on economic or social grounds. As a result of tax 
preferences under the current system, persons within a given income range can pay 
widely differing percentages of their income in taxes. Some pay a significant 
proportion while others are taxed much less or not at all. Table 2.2 shows the 
variation in tax rates paid by individuals within a given income group in 1984. 
These inequities in our system need to be redressed. 


a 


Table 2.1 


Total Amounts of Major Personal Tax Deductions, 
Exemptions and Credits Claimed in 1984 


(millions of dollars) 


Deductions 

Contributions to registered pension plans and RRSPs 10,040 
Child care expenses 745 
Medical expenses and disability deductions 635 
Charitable donations 1,825 
Pension income deduction 1,040 
Investment income deduction 4,630 
Tuition fees, education deduction and scholarship exclusion 1,010 
Employment expenses” 12,345 
MURB capital cost allowance 330 
Film capital cost allowance 25 
Resource write-offs 290 


Personal exemptions 


Basic 61,450 
Marital 8,470 
Children 5,030 
Age 35750 
Tax credits 

Dividend tax credit 1,560 
Child tax credit 1,495 


‘) [Includes the $500 general employment expense deduction, deductions for other allowable expenses, and deductions for 
CPP/QPP contributions and UI premiums. 


Source: Revenue Canada taxation statistics. 


Fairness also requires that the position of those most in need be recognized. Under 
a progressive and fair tax system, people below a certain income level should not 
pay income tax. The income threshold above which federal tax becomes payable 
varies by family size and other characteristics (see Chart 2.2). By converting 
exemptions into tax credits, the tax reform proposals will increase these tax 
thresholds and relieve more lower-income Canadians from federal income tax. 


Our personal tax system is too complex. More importantly, the patchwork of 
special provisions and large number of tax rate brackets make the system difficult 
to understand. By reducing tax preferences, taxpayers will more readily 
understand the incentives that remain. Converting exemptions to credits will make 
taxpayers more aware of the tax savings being provided. As a result of tax reform, 
two-thirds of all taxpayers will face a single rate of federal tax. 
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2. The Current Corporate Income Tax 


The weaknesses of Canada’s corporate tax system were described in the May 1985 
budget discussion paper entitled The Corporate Income Tax System: A Direction 
for Change. 


The corporate tax system, like the personal tax system, is affected by a number of 
tax incentives. These special tax incentives have significantly reduced the level and 
stability of the government’s revenue base (see Table 2.3). They also have 
considerable influence on corporate investment patterns and other financial 
decisions. The corporate tax changes announced in the February 1986 budget have 
already started to reduce these incentives.” 


Table 2.3 


Federal Tax Value“ of Major Tax Measures Claimed by Corporations, 
1980 and 1983 


Eee ee ee SEES aS 


1980 1983 


Ce eee ee ee eee 


(millions of dollars) 


Incentive capital cost allowances 2,280 714 
Resource measures”? 1,420 1,560 
Inventory allowance 500 435 
Small business rate reduction 1,305 1,590 
Manufacturing and processing 

rate reduction 480 465 
Investment tax credit 675 897 


ee ee ee ee SSS a 


(\) The tax value of incentives is calculated by taking the difference between actual corporate tax revenue and the 
corporate tax revenue that would be generated in the absence of fast write-offs, rate reductions and investment 
tax credits. This measurement of tax incentives is based on the cash cost to the federal government of 
providing tax relief rather than taxing the financial statement income of corporations based on generally 
accepted accounting principles (allowing for certain minor adjustments). It provides a guide to the importance 
of federal tax incentives made available to industry. It does not include the effect of federal incentives on 
provincial corporate taxes or provincial corporate tax incentives. 


Nv 


The tax value of incentive capital cost allowances (CCA) reflects the tax savings due to CCA claims in excess 
of depreciation claimed on a company’s financial statements. It declined substantially between 1981 and 1983, 
in response to three factors: a decline in investment, a higher proportion of investment by non-profitable firms 
in the later years; and the impact of the half-year convention for capital cost allowances announced in 1981. 


GB 


Resource measures include fast write-offs for exploration and development, the extra 33 1/3-per-cent earned 
depletion deduction in the mining and oil and gas sectors, and the resource allowance. 


(4 


The corporate tax changes in 1986 removed the 3-per-cent inventory allowance and phased out the general 
investment tax credit. If the reduced eligibility for investment tax credits had been fully in place in 1983, the 
value of the credits would have been approximately $250 million rather than the $897 million actually 
claimed. 


(1) Corporate tax rates are being lowered, the 3-per-cent inventory allowance has been eliminated, and the 
general investment tax credit is being phased out. These changes are estimated to increase federal corporate 
income tax revenues by $760 million in total over the period 1986 to 1988. 


1] 


The general federal corporate statutory tax rate, the rate applied to taxable 
income, is now 36 per cent. In determining the incentive for a company to invest, 
one must take account of both statutory rates and of fast write-offs and tax 
credits. An analysis of the impact of tax reform on effective tax rates (which take 
account of statutory rates, and fast write-offs and credits) is set out in Chapter 4. 
Statutory tax rates alone are relevant for many corporate decisions. For example, 
the tax savings from allocating taxable income from existing facilities to one 
country or another, and the savings from a firm financing with tax-deductible debt 
as opposed to equity, depend on statutory tax rates, not effective tax rates. 


Statutory corporate tax rates in Canada are above those in the United States and 
other countries, and without early implementation of significant reductions in 
Canada the gap would widen (see Table 2.4 for comparison of current Canadian 
and projected tax rates in the United States after U.S. tax reform). If the gap 
between Canadian and U.S. rates were not narrowed, considerable income-earning 
activities would shift to the United States. The gap would also encourage firms 
with operations in both countries to arrange their operations so as to allocate more 
of their taxable income outside Canada. The result of such shifts would be less 
economic activity in Canada and a significant erosion of our corporate tax 
revenues. The proposed reduction in Canadian statutory tax rates is designed to 
avoid these results. 


Table 2.4 


Comparison of Statutory Corporate Tax Rates in Canada and the U.S. 
Under Current Law 


Canada United States 
current post-reform 
federal-provincial federal-state 
rate rate Difference 
(per cent) 
1986 50 50 0 
1987 49 45 4 
1988 48 39 9 
1989 47 39 8 


Note: The table assumes that the average statutory provincial tax rate is 14 per cent of taxable income in Canada 
and that average U.S. state taxes are 7.5 per cent. The 3-per-cent federal surtax on corporate tax payable is not 
included in the Canadian tax rates. 


The pre-reform corporate tax system is characterized by substantial variation in 
average effective federal corporate tax rates across sectors because of accelerated 
deductions, tax credits and special statutory tax rates (see Chart 2.3). These 
variations can result in distortions, as business and investment decisions are made 
on the basis of tax considerations rather than underlying economic merit. Many 
corporate tax expenditures are earned by firms that are in a non-taxable position 
and therefore cannot use them immediately. The potential federal tax savings 


from unused tax deductions and credits had accumulated to some $18 billion by 
1982 — more than twice the annual corporate tax revenues in that year. This leads 
to considerable pressure on firms to engage in financial arrangements to transfer 
the deductions and credits to other firms who can use them, and results in 
considerable instability in corporate tax revenues. 


Tax incentive deductions and credits also undermine tax fairness, as they result in 
profitable corporations paying little or no tax. After adjusting for factors such as 
receipt of intercorporate dividends and income already taxed in a foreign country, 
some 110,000 out of 320,000 profitable corporations did not pay tax in 1983. 
Chart 2.4 shows the main reasons why certain profitable corporations pay no tax. 
This is due, in part, to deduction of prior-year losses against current-year profits. 
Some of these losses are business losses while some are due to tax-incentive 
deductions accumulated in earlier years. Major tax preferences include the one- 
half exemption of realized capital gains; capital cost allowance claims which 
exceeded depreciation deductions on companies’ financial statements, and 
resource tax incentives such as fast write-offs for exploration and development and 
the extra 33 1/3 per cent earned depletion deduction. 


Many other tax deductions result in taxable income being well below the income 
reported on financial statements. This is particularly true for the mining, 
manufacturing, and financial and real estate sectors (see Chart 2.5). 


Not all profitable firms should pay tax in a year since, for example, the tax system 
should allow deductions for losses incurred in previous years. However, there is 
clearly scope for broadening the tax base in many sectors, and for focusing on 
sectors that have the biggest difference between taxable income and income on 
financial statements and thus have a higher incidence of profitable, non-taxable 
firms. 
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The inventory allowance was removed in the February 1986 budget. 


This share represents capital cost allowance claims which exceed 
depreciation deductions on companies' financial statements. 
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Profitable Firms by Sector, 
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Chapter 3: Overview of Income Tax Reform 


This chapter provides an overview of the reform proposals for personal and 
corporate income tax. The impacts of reform are described more fully in 
Chapter 4 and detailed information on each specific measure is provided in 
Chapter 5. 


Providing general incentives through lower tax rates is a cornerstone of tax 
reform. The broadening of the tax base makes lower tax rates possible. Lower 
rates on a broader base will bring about a fairer sharing of the tax burden and 
encourage productive activity by rewarding economic success. Reducing the 
number of special incentives and the number of tax rates, and converting 
exemptions to credits, will also help to make the tax system more understandable. 


1. Reforming Personal Income Tax 


Personal marginal tax rates now rise through 10 income tax brackets to a top 
federal tax rate of 34 per cent on taxable income above $63,347. Combined 
federal-provincial rates are about half as much again. Starting in 1988, the ten 
federal tax brackets will be reduced to three, and the tax rates lowered. The new 
structure of federal tax rates will be 17 per cent on the first $27,500 of taxable 
income, 26 per cent on the next $27,500 of taxable income and 29 per cent on any 
taxable income over $55,000. 


The lower rates will allow individual Canadians to keep more of each additional 
dollar earned. Some 66 per cent of taxpayers will be in the lowest bracket, 

29 per cent will be in the 26-per-cent bracket, and 5 per cent in the 29-per-cent 
bracket (see Chart 3.1). Since tax rates and the number of tax brackets are being 
reduced, several special income averaging provisions can be eliminated, thus 
simplifying the tax system. 


The 3-per-cent surtax on personal income tax will be removed when implementa- 
tion of sales tax reform occurs. 


The proposed measures will reduce variations in the amount of tax paid by 
individuals in similar financial circumstances. Fewer higher-income individuals 
will pay little or no tax. More lower-income individuals will pay no tax. The tax 
reform measures will: 


e reduce personal income tax for eight out of ten Canadian households and 
almost nine out of ten Canadians over age 65. Personal tax will fall by an 
average of $460, or roughly 5 per cent of their tax bill, for eight out of ten 
taxpayers with incomes between $30,000 and $50,000. 
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e reduce federal personal income tax to zero for about 850,000 lower-income 
individuals by converting personal exemptions into tax credits, in a way that 
increases the value of these special provisions for lower-income individuals 
relative to those at higher income levels. 


These changes will reduce federal personal income tax revenues by over 4 per cent 
or $2 billion annually. Individuals will find their provincial income taxes reduced 
in the nine provinces that have tax collection agreements with the federal 
government. Provincial income taxes in Quebec will not be directly affected. 


Most personal tax measures will begin to take effect for the 1988 taxation year, 
with source deductions for employees adjusted as of July 1988 to reflect the new 
tax rates and tax credits. Individuals will find their take home pay increased 
starting in July 1988. 


An illustration of the personal income tax calculations before and after reform can 
be found at the end of this chapter. 


Converting Personal Exemptions to Tax Credits 


The conversion of exemptions to credits is a key element in achieving a fairer 
income tax system. A tax credit deducted from an individual’s tax liability is the 
clearest and most direct form of tax relief, since all taxpayers who qualify receive 
the same tax reduction regardless of their income. In contrast, a tax exemption or 
deduction is subtracted from the income on which taxes are calculated. Its value 
therefore depends on a taxpayer’s marginal rate of tax and is greater for those in 
higher-income brackets. Currently, each $1,000 of personal exemptions is worth 
$340 of federal tax savings to taxpayers in the 34-per-cent tax bracket and only 
$60 to taxpayers in the 6-per-cent bracket. The new credit rates will provide 
increased benefits to lower-income Canadians. 


Converting exemptions to tax credits and reducing tax rates directs more resources 
to those in need and reduces the after-tax value of benefits to higher-income 
Canadians. These were key objectives of the review of social transfers and related 
tax provisions that was launched in the February 1986 budget. 


Table 3.1 shows the level of the personal income tax credits that will replace 
existing personal exemptions, starting in 1988. No tax credit will be given for 
dependants age 18 and over except for those who are infirm. A comparison of the 
new credits with the existing exemptions is set out in Chapter 5. 


At present, the married exemption is reduced by one dollar for every dollar of net 
income earned by a spouse above a threshold. One consequence of converting 
exemptions into tax credits is that spouses claimed as dependants who wish to 
enter the labour force will no longer have their first earnings taxed at the higher 
marginal tax rate of the supporting spouse. 


In the first stage of tax reform, the existing refundable sales tax credit will be 
increased from $50 to $70 per adult and from $25 to $35 per child. This credit will 
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Table 3.1 
Value of Proposed Tax Credits” 


Approximate 
combined 
federal/provincial 
Federal value value 
(dollars) 
Basic personal credit 1,020 1,580 
Married and equivalent-to-married credit 850 1 3E5 
Age credit 550 850 
Disability credit 550 850 
Credits for dependants 
Children and other dependants under 18 65 100 
Dependants 18 and over who are infirm 250 385 


“) The tax credits and rate brackets will be indexed to the annual increase in the consumer price index in excess of 3 per cent 
starting for the 1989 taxation year. 


2) Assumes average provincial rate of 55 per cent of federal basic tax. 


apply in full up to $16,000 of family net income. When sales tax reform is 
implemented, the credit will be further enhanced and extended in order to increase 
the overall progressivity of the combined personal and sales tax systems. 


Converting Other Deductions into Credits 


A number of deductions for other expenses will also be converted into federal tax 
credits at 17 per cent of the amount of the expense. This rate is identical to the 
new federal tax rate on taxable income up to $27,500. For taxpayers in this 
income range — about 66 per cent of taxpayers — a 17-per-cent tax credit will 
provide the same tax savings as would a tax deduction. For those in higher tax 
brackets the credit will provide less tax savings than would a tax deduction. 
Deductions that will be converted to 17-per-cent federal tax credits include eligible 
medical expenses exceeding 3 per cent of net income and the employee share of 
Canada and Quebec Pension Plan contributions and unemployment insurance 
premiums. The current tax deduction for up to $1,000 of private pension income 
will also be converted to a federal credit of 17 per cent of eligible pension income, 
with a maximum credit of $170. 


The tuition fee deduction will be converted to a credit of 17 per cent of fees, and 
the $50 per month education deduction will also be converted to a tax credit of 
$10 per month of attendance at a post-secondary institution. In addition, up to 
$600 of education and tuition credits that cannot be used by the student may be 
transferable to a supporting parent, grandparent or spouse. This new transferabil- 
ity feature increases the availability of tax assistance for tuition. 
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A two-tier tax credit will be provided for charitable donations by individuals — a 
lower federal credit of 17 per cent for annual donations up to $250 and a higher 
federal credit of 29 per cent for donations in excess of this threshold. These 
proposals will equalize benefits to those in different income brackets and provide 
important incentives to the 95 per cent of taxpayers who face marginal rates of 
less than 29 per cent. For these taxpayers, a credit of 29 per cent for contributions 
over $250 is more attractive than a full deduction. 


All of these credits, and the personal credits for the taxpayer and dependants, go 
into the calculation of the federal basic tax on which all the provinces except 
Quebec levy their tax. The credits will thus automatically reduce individuals’ 
provincial income tax in the nine provinces that have tax collection agreements 
with the federal government. 


The possibility of converting the current tax deduction for child care expenses into 
a credit has been considered but a decision has been deferred pending final 
development of the federal government’s policy on child care. Accordingly, the 
proposals in this paper do not alter the existing tax deduction. 


Broadening the Personal Tax Base 


To broaden the personal tax base, changes will be made to a number of personal 
tax measures, including the tax treatment of capital gains and retirement savings. 
The changes to these measures respect the original objectives of these measures 
while enhancing both the fairness and the economic efficiency of the tax system. 
In addition, other special investment incentives will be modified and some 
measures such as the $1,000 investment income deduction will be eliminated. 


Capital Gains 


The purposes of the lifetime capital gains exemption are to encourage and reward 
success, entrepreneurship and risk-taking, to help small businesses grow and 
attract capital, and to recognize the special circumstances of farmers. Currently, 
the exemption is $500,000 for farmland. For other property the exemption is now 
$100,000 and is scheduled to reach the $500,000 level in 1990. 


The objectives of this measure have not changed. Canada needs to encourage 
investment, risk-taking, and broader individual participation in equity markets. 
A major objective of the general tax rate reductions is to provide such 
encouragement. The provisions of the lifetime capital gains exemption will be 
modified in light of other measures designed to contribute to the same objective. 


In recognition of the unique situation of farmers, the level of the exemption for 
farmland will not be reduced. 


Small business contributes greatly to job creation and innovation. For this reason, 
the $500,000 lifetime exemption will be accelerated for shares of small business 
corporations. The $500,000 level will apply to shares of a small business 
corporation starting in 1988, rather than in 1990. 
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The exemption for gains on other investments such as stocks and real estate will 
remain at the $100,000 level already reached for 1987, rather than rising to 
$500,000. 


To reduce tax shelter possibilities and to better match deductions with tax-exempt 
income, the availability of exempt capital gains treatment for individuals will be 
reduced, in any year, by the amount of net investment losses claimed after 1987. 
For example, a person who has no investment income but deducts interest 
expenses on money borrowed to make a share investment will be able to claim a 
capital gains exemption only to the extent the taxable gain realized on selling the 
asset exceeds the interest costs previously deducted. This restriction will not 
reduce an individual’s lifetime exemption limit, but only slow the pace at which it 
can be claimed. The restriction will reduce the tax shelter attraction of certain real 
estate, limited partnership and other investments in which the individual is not 
actively engaged. This change ensures that the capital gains exemption is available 
only to the extent that taxpayers have cumulative taxable income from their 
investments. 


In addition, the proportion of a capital gain that will be included in taxable 
income will be increased. Currently, one-half of capital gains are included. This 
will increase to two-thirds starting in 1988 and to three-quarters in 1990. This 
change will apply to both individuals and corporations. The higher inclusion rate 
will raise the highest effective federal tax rate on individuals’ capital gains in 
excess of the lifetime exemption from approximately 17 per cent in 1987 to 

19 per cent in 1988 and 22 per cent in 1990. The federal/provincial tax rates on 
capital gains will be higher, and will vary from province to province depending on 
the provincial tax rate. 


RRSPs and Pension Plans 
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On October 9, 1986 the government announced a new and fairer system of tax 
assistance for retirement savings, providing a single comprehensive limit of 
$15,500, to be phased in by 1991, for deductible contributions to retirement 
savings plans. This system affords the same access to tax assistance for retirement 
saving to individuals who save through registered retirement savings plans 
(RRSPs) as is available to those using employer-sponsored pension plans. 


Assisting individuals to save for their retirement is an important objective of the 
tax system, and access to equitable and flexible tax assistance for retirement 
saving will be maintained. But, as an offset to lower personal tax rates, the 
transition to the higher contribution limits is being slowed and implementation of 
the new system is being delayed by one year. 


As a result, the maximum tax-deductible contribution will be lower than 
previously announced for the next seven years. For example, the maximum tax- 
deductible RRSP contribution for 1988 will remain at the 1987 level of $7,500 
while the maximum tax deduction for employer-sponsored money purchase 
pension plan contributions will remain at the current $7,000. Indexing of the 


limits to average wage growth will start in 1995. The existing proposals would 
have provided full tax assistance on earnings up to approximately three times the 
average industrial wage. The changes proposed will have the effect of reducing 
earnings that can qualify for full tax assistance to about two and a half times the 
average industrial wage. 


Dividend Tax Credit 


Starting in 1988, as a consequence of the lowering of corporate tax rates, the 
federal/provincial tax credit provided to shareholders on dividends from taxable 
Canadian companies will be reduced from about 33 1/3 per cent to about 25 per 
cent (depending on the province) of dividends received. The related gross-up of 
dividends will be reduced from one-third to one-quarter of cash dividends received. 


Other Measures to Broaden the Tax Base 


Several other measures will also strengthen the progressive nature of the tax 
reform proposals as a whole, and help to offset the reductions in tax revenues 
stemming from the proposed lower personal tax rates. 


The tax shelter for investments in existing multiple unit residential buildings 
(MURBSs) will end. Investments in new MURB tax shelters have not been possible 
since 1981. Persons who acquire existing MURBs after June 17, 1987 will not be 
allowed to create tax shelter losses by deducting depreciation against other 
income, and after 1990 existing MURB owners will not be able to create 

such losses. 


The write-off rate for investors in Canadian films will remain at 100 per cent but 
only against the income from investments in films. The rate of write-off for film 
costs available against film investors’ other income will be reduced to 30 per cent, 
effective in 1988 for investments in films undertaken after December 31, 1987. 


In recognition of the high-risk nature of mining and oil and gas investments, the 
flow-through share incentive will be retained. This incentive allows resource 
companies to renounce to equity investors their tax deductions for exploration and 
development costs. The flow-through share rules will be tightened to avoid 
potential abuse and preserve the integrity of the flow-through instrument. In 
particular, investors will obtain tax deductions only for the amount of their 
investment that is at risk. 


Earned depletion will be phased out, but individuals who invest in flow-through 
shares will still obtain 100-per-cent write-offs for mining exploration and 
development costs. 


Limits will be placed on deductions for business meals, entertainment and 
company cars. Individuals and corporations will be able to deduct 80 per cent of 
the cost of meals and entertainment. Deductions for depreciation and lease costs 
on automobiles will be limited to the first $20,000 of the cost of the car, and limits 
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will apply to deductible financing charges. Further reductions in allowable claims 
by employees or self-employed individuals will apply unless the automobile is used 
all or substantially all (i.e., at least 90 per cent) for business purposes. 


Deductions claimed for home office costs by self-employed individuals, including 
professionals, will be allowed only where the space is used exclusively as a home 
office and is either a principal place of business or is regularly used to meet clients, 
customers or patients. 


Additional changes will clarify the rules for deducting farm losses against non- 
farm income. They will also limit the possibility of sheltering other income from 
tax through continual farm loss deductions. 


2. Reforming Corporate Income Tax 


The corporate tax proposals presented in this paper will reduce tax rates to 
encourage profitable investments and will cut back significantly on tax 
preferences. Over all, they will increase federal corporate tax revenues by 

$5 billion in total over the next five years. Broadening the corporate tax base will 
automatically increase taxes paid by corporations to provincial governments in the 
seven provinces that now have a corporate tax collection agreement with the 
federal government. Quebec, Alberta and Ontario do not have such agreements, 
although their corporate tax base has traditionally paralleled the federal base 
quite closely. 


Federal statutory corporate tax rates will be lowered starting in 1988, with the 
general federal rate, currently 36 per cent, falling to 28 per cent on July 1, 1988. 
The tax rate for manufacturing income will be phased down from its current level 
of 30 per cent to 23 per cent and the small business tax rate will be reduced to 

12 per cent. The special tax deduction that further reduces the corporate tax rate 
for small manufacturers will be eliminated. As a result, the tax rate on these small 
businesses will rise on July 1, 1988 from 8 per cent to the 12-per-cent rate 
proposed for small businesses generally. 


The corporate tax reform proposals recognize the importance of regional and 
sectoral differences in Canada’s economy. The tax system will continue to operate 
in conjunction with other federal programs to support regional economic 
development. The reform measures will respect Canadian priorities by continuing 
many traditional incentives that are important for Canada’s extractive, resource- 
based industries. The proposals also retain the regional tax credits now in place for 
investment in Atlantic Canada, Cape Breton and selected slower growth regions. 
Since corporate tax rates will fall, the rate of the credits for investments after 

1988 also will be reduced but their incentive effect will be maintained. 


Corporate Tax Base Broadening 


Corporate tax base broadening makes tax rate reductions possible. Reduced 
corporate tax preferences will broaden the corporate tax base by about 20 per 
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cent. As a result of reform, federal corporate tax revenues will be 10 per cent 
higher after taking account of the tax rate cuts. Corporate taxes paid to provincial 
governments will also increase. All sectors will be affected to some extent, but 
much of the gain will come from reductions in depreciation write-offs and from 
measures that affect sectors which now pay below-average corporate tax, such as 
finance, insurance and real estate. 


High incentive rates of depreciation write-off — through capital cost allowances — 
will be lowered but will retain an incentive element. In particular, the three-year 
write-off now available for investments in manufacturing machinery equipment 
will be reduced to a 25-per-cent declining balance rate. Other reductions in rates 
of depreciation write-offs will affect buildings, construction equipment, and 
resource extraction assets. The earned depletion deduction in the resource sector 
will be phased out. Starting in 1990, depreciation write-offs for tax purposes will 
commence only in the year assets are put into use. 


The increase in the proportion of capital gains that is taxed, from 50 per cent to 
66 2/3 per cent starting in 1988 and to 75 per cent in 1990, will significantly 
increase corporate tax revenues. The 80-per-cent limit on deductions for business 
meals and entertainment is also important in raising corporate tax revenues. 


Reducing Tax Avoidance and Stabilizing Tax Revenues 


Avoidance activity reduces the fairness of our tax system. It has eroded corporate 
tax revenues and resulted in instability of the tax base. It has allowed many 
profitable corporations to pay no tax, and required the introduction of complex 
rules to address specifically identified avoidance arrangements. The present anti- 
avoidance rules in Canada are not as strong as those in the United States or the 
United Kingdom. A general anti-avoidance rule will be introduced as part of tax 
reform, and compliance measures will provide better means of identifying and 
auditing tax avoidance arrangements and identifying tax evasion situations. 


Other measures introduced with tax reform deal with tax-motivated corporate 
financings through preferred shares. Such financings often allow corporate buyers 
of the share to obtain dividends tax-free (and individual share purchasers to claim 
the dividend tax credit) even though the issuer has not paid any tax on corporate 
earnings underlying the dividends. A new tax is being introduced on preferred 
share dividends. This will not affect taxable companies. It will reduce the tax 
motivation for such financings by non-taxable corporations without precluding the 
use of preferred shares by those companies that find this instrument appropriate 
for non-tax reasons. In addition, the ability of financial institutions to reduce or 
eliminate their tax by purchasing these securities and receiving tax-free dividends 
will be curtailed. 


Reducing Biases in Corporate Taxation 


Corporate tax reform will treat sectors more evenly. Chart 3.2 shows the impact of 
the reform proposals on the average effective tax rate by sector (tax as a 
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percentage of income reported on financial statements) once the reforms are fully 
phased in. 


In the manufacturing sector, investment decisions can be significantly affected by 
tax policies. A key element in the package is to ensure that our overall tax 
treatment of manufacturing remains favourable and competitive with that in other 
countries, particularly the United States. This will be achieved by reducing the tax 
rate for manufacturing to a level that will be 5 percentage points lower than the 
general corporate rate and 4 percentage points lower than the statutory tax rate in 
the United States. At the same time, the rate of depreciation write-off for 
manufacturing equipment will be reduced from the three-year write-off now 
applicable to 25 per cent on a declining balance basis. The lower depreciation 
write-offs will be phased in along with the lower tax rate reductions. 


Mining will continue to benefit from attractive tax treatment, although tax write- 
offs for this sector will be reduced. The proposals take account of the risks and 
high capital intensity in this sector. The 33 1/3-per-cent earned depletion 
deduction for exploration and development costs and certain capital expenditures 
will be phased out starting in July 1988, but the 100-per-cent write-off of 
exploration and development costs will be unchanged. The depreciation write-offs 
for capital costs of new mines or major mine expansions will be reduced from 

30 per cent to 25 per cent, but 100 per cent of these costs will continue to be fully 
deductible against the income from the mine, so that investors in new mines or 
major expansions will still be able to recover all capital costs before any tax is 
paid. In recognition of the high-risk nature of mining investments, the flow- 
through share incentive will be retained. 


The oil and gas industry, over all, will benefit from corporate tax reform. The 
existing fast write-offs for exploration and development outlays (100 per cent and 
30 per cent, respectively) will not be changed, in recognition of the capital- 
intensive and high risk nature of this business. Tax rates will be lower and the 
industry will be allowed continued access to flow-through shares. It will thus be 
able to compete in financial markets in attracting risk capital. 


The phase-out of the 33 1/3-per-cent depletion provision will apply to tar sands 
and enhanced oil recovery investments. It is intended that the Canadian 
Exploration and Development Incentive Program, which provides temporary 
assistance for exploration and development costs in the petroleum industry, will be 
phased out over approximately the same time period as earned depletion. Major 
projects with long lead times are high risk, given the volatile and uncertain nature 
of the world oil market. Accordingly, as in the past, the government will consider 
what adjustments in non-tax assistance would be appropriate to encourage major 
oil and gas projects which provide important regional or national benefits and are 
fundamentally economic. Enhanced oil recovery by tertiary techniques also 
experiences higher costs and greater risks than the conventional industry. The 
government will consider what new forms of assistance might be required by such 
activity, in light of industry economics and our future energy needs. 


A further benefit to industry will come in the second stage of tax reform with the 
effective removal of the hidden sales tax on production equipment and other inputs 
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that are used by the manufacturing, resource and service sectors. The cost of this 
hidden tax is estimated to be about $1.7 billion in 1988. The result of its removal 
will be lower costs and enhanced competitiveness. 


The high-tech sector will continue to benefit from one of the most favourable tax 
regimes for research and development (R&D) in the industrialized world. The tax 
credit and write-offs for R&D costs will be retained at current levels, while the 
return on R&D investments will be increased through corporate tax rate cuts. 
However, the proposals will remove the R&D fast write-off and tax credit for 
buildings claimed for R&D. Specialized R&D structures (such as wind tunnels or 
experimental energy prototypes), and machinery and equipment used for R&D, 
will continue to qualify for the existing R&D incentives. 


In conjunction with changes of general application, other tax reform proposals 
affecting the real estate and life insurance sectors will help ensure that these 
currently under-taxed sectors pay a fairer share of the corporate tax burden. Real 
estate companies and other corporations will be required to capitalize costs of 
carrying vacant land for development and unused land held in the course of a 
business, and to capitalize pre-construction period “‘soft costs’, as is now generally 
required for financial accounting purposes. 


Many life insurance companies now pay negligible amounts of tax. Some of the 
changes proposed will correct what are generally accepted as anomalies in the 
existing rules. For example, deductions for certain reserves will be cut back and a 
more accurate definition will apply to separate taxable Canadian income from tax- 
exempt foreign income for multinational insurers. Another measure gradually 
reimposes the tax on insurance companies’ investment income that was dropped 

in 1978. 


The reform proposals will reduce the deductions now allowed to financial 
institutions for doubtful debt reserves. Tax treatment of reserves for all types of 
financial institutions will be comparable. The tax deductions for bank reserves will 
no longer be directly linked to reserves held for prudential purposes. 


Other changes will require that expenses of issuing stocks, bonds and other 
securities be written off over several years rather than immediately, bringing tax 
rules more into line with accounting principles and practice. 


Lastly, it is proposed to limit the amount of investment tax credit that larger 
taxpayers may claim to one-half of tax otherwise payable. This change will reduce 
the number of profitable corporations that do not pay tax. 


3. Conclusion 
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These proposals to reform the personal and corporate tax systems will reduce tax 
rates and broaden the tax base. They will benefit many individual Canadians and 
Canadian businesses. They will do so in a way that recognizes Canadian priorities 
and enhances fairness. They will ensure that federal tax revenues are more stable 


and more predictable. A tax system with fewer tax preferences will be more 
straightforward and understandable for all Canadians. 


Tax reform will support productive economic growth and job creation in all 
regions of the country and put in place a fairer, more efficient tax system to assist 
Canadians in achieving their common goals into the next decade and beyond. 


4. Illustrative Individual Tax Calculation 
Before and After Tax Reform 


The example on the following page assumes the taxpayer has a dependent spouse 
and two children aged 16 and 19. The older child has no income, attends 
university and incurs tuition costs of $1,500. The taxpayer makes pension 
contributions of $1,500 and contributes $1,000 to a spousal RRSP and makes 
charitable contributions of $1,000. 
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Federal Income Tax Calculation, 1988 


Existing system New system 
Total earnings $30,000 $30,000 
of which 
Employment income: $29,500 
Interest income : 500 
Family allowance 388 388 
Total income 30,388 30,388 
Exemptions and deductions 
Employment expense 500 = 
UI/CPP premiums 1,186 = 
Pension contributions 2,500 2,500 
Union dues 300 300 
Net income 25,902 27,588 
Charitable contributions 1,000 - 
Education deduction transfer 400 - 
Personal exemption 4,270 ~ 
Spousal exemption 3,740 cs 
Child exemption (16 years old) 470 - 
Child exemption (19 years old) 1,000 - 
Investment income deduction 500 - 
Taxable income 14,522 27,588 
Federal tax calculation 
Existing system: $2,241 on first $13,340 of taxable income 
plus 20% on balance DEAT, 
New system: 17% on first $27,500 of income plus 26% on balance 4,698 
Tax credits 
UI/CPP contributions credit - 202 
Charitable contributions credit ~ 260 
Tuition and education credit (transferred) - 335 
Basic credit — 1,020 
Spousal credit - 850 
Dependant credit (16 years old) ~ 65 
Sub-total of tax credits 2,732 
Basic federal tax 2,477 1,966 
3% Federal surtax 74 59 
Child tax credit — 430 — 346 
Total federal tax 2,122 1,680 
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Chapter 4: Analysis of Impacts of Income Tax Reform 


1. Impact on Federal Revenues 


The income tax reform proposals put more reliance on corporate tax revenues and 
reduce personal income tax revenues. Table 4.1 and Chart 4.1 show the change in 
federal revenues over the next five taxation years. Over that period, personal tax 
revenues will be reduced by almost $11 billion and corporate tax revenues will be 
higher by $5 billion, as a result of tax reform. 


Table 4.1 


Direct Impact on Federal Revenue 


Taxation years Five- 
year 
1988 1989 1990 1991 1992 total 


(millions of dollars) 


Reduction in personal 
income tax =2:000 — 27908) —2,1708. 2,275 22:365}' —10,930 


Increase in corporate 
income tax 470 410 1,190 1,390 1,580 5,040 


oe ee ee a aa sss ———e eee 


Note: The impact of these changes, as well as other changes to the federal sales tax, on the government’s fiscal position is set 
out and discussed in Chapters 4 and 5 of the background paper entitled Economic and Fiscal Outlook. 


A table annexed to this chapter shows detailed revenue impacts for the various 
components of the income tax reform proposals. 


It is important to note that the proposals taken as a whole are consistent with the 
government’s commitment to responsible fiscal management. The deficit track will 
continue to trend downward each year to stabilize the ratio of net public debt to 
gross domestic product by the early 1990s. To ensure that this commitment is met 
throughout both stages of tax reform, a number of changes to the existing federal 
sales tax are being introduced, as set out in the accompanying discussion paper on 
sales tax reform. The sales tax on certain goods will be moved from the 
manufacturing to the wholesale level, and measures will be introduced to deal with 
the erosion of the existing tax base, and to broaden it by extending the sales tax to 
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Corporations Pay More... 
Less 


People Pay 


Chart 4.1 


most telecommunications services. Additional measures will also be taken which 
improve cash management and have the effect of balancing some of the timing or 
transitional impacts of tax reform. The collection of federal sales and excise taxes 
will be accelerated. Beginning in 1990, employer remittances of income tax and 
other payments deducted at source from employee salary and remuneration will be 
further accelerated, and the due dates for individuals making quarterly 
instalments will be advanced. 


2. Impacts on Households 


Tax reform will lower personal income tax rates, convert some tax exemptions and 
deductions to tax credits, and reduce or eliminate others. Broadening the tax base 
makes the cuts in tax rates possible. These changes accomplish three major 
objectives. They reduce tax liabilities for the great majority of Canadians. They 
remove federal taxes entirely from many lower-income Canadians who are least 
able to pay. They reduce variation among the tax positions of different people at a 
given income level by replacing selective tax preferences with more general 
benefits, thus making the system fairer. 


Table 4.2 and Chart 4.2 provide information on the overall effects of tax reform. 
The table does not include families or individuals who pay no tax before or after 
reform. 


The table presents information on the impact of personal tax reform on the basis 
of households (households are unattached single individuals, married couples, and 


Table 4.2 
Overall Impact of Tax Reform for all Households Affected 


Average Change in Federal/Provincial Personal Income Tax Due to Tax Reform Measures, 1988 


a a a ee OE 


Change as Change as 
Number Average a per cent a per cent 
Income range affected change of tax of income 
de 
($000) (000) ($) (%) (%) 
Under 15 2,860 — 90 —15.5 —0.8 
15-30 3,310 — 320 — 10.2 —1.4 
30-50 ee Sig — 310 —4.] —0.8 
50-100 1,740 — 395 —2.6 —0.6 
100 and over 25) EOL aw) EO 
SS SSR DSS OSB SERB RS Se 
Total 10,720 — 295 —4,5 —0.9 


i ee EEE ETO 


Note: See Annex 3 for a description of methodology. 
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of income paid in tax 
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single individuals with dependants for whom they claim deductions in whole or in 
part). This takes account of the fact that, within a two-earner family, for example, 
tax increases for one earner can be more than offset by tax decreases experienced 
by the other income earner. 


The estimates assume full application of the planned changes and are simulated 
based on estimated incomes, deductions and expenses for 1988. In fact, several 
measures, including changes to depletion, MURB write-offs and the increase in 
the proportion of capital gains that is taxed, will be phased in between 1988 and 
1990. The average dollar impacts reflect the federal/provincial tax impact, and are 
calculated using the current average effective provincial tax rate of 55 per cent of 
federal basic tax. Quebec’s personal income tax system differs significantly from 
that of the federal and other provincial governments. Because the Quebec personal 
income tax system is not linked to the federal system, personal tax reform will not 
directly affect Quebec’s personal income tax revenues. Therefore, the exact 
combined federal/provincial impact on residents of Quebec will depend on the 
extent to which Quebec adjusts its tax system. Further notes to this and other 
tables are set out in Annex 3. 


Personal income tax reform lowers taxes across all income ranges. The average 
federal/provincial tax saving is $295 per household affected. 


The dollar amount of tax saving rises the higher the income group, but this does 
not mean that the reform changes are not progressive. Indeed, the tax savings are 
a larger percentage reduction in tax paid in lower- and middle-income groups than 
in upper-income ranges. 


Table 4.3 shows how many households will experience a significant reduction in 
tax and how many will experience a significant increase, and the average impact 
per household affected. 


Almost 8.9 million households, over 80 per cent of the total, will experience a 
significant decrease in their personal income tax liabilities. The average tax cut 
per household with reduced taxes is about $475. For these Canadians, the gains 
from tax rate reductions and the conversion of personal exemptions into tax credits 
outweigh the cutbacks in tax preferences. 


A far higher proportion of lower-income households experience a tax reduction 
than is the case in upper-income brackets. Below $15,000 of income, almost nine 
in ten households with a significant change in tax experience a tax reduction (see 
Table 4.3). The ratio above $100,000 of income is seven households with a tax 
decrease to every three with a tax increase. 


About 1.5 million households will experience an increase in personal income tax. 
The average increase is $665. Restrictions on the use of the lifetime capital gains 
exemption, cutbacks in tax shelters, and reduction in the dividend tax credit are 


2) A household with a change in tax of less than $20 is considered to experience no significant increase or 
decrease. These households are included in the total affected, for the purpose of calculating overall average 
impacts. For this reason, the total of households with either a significant reduction or increase in tax shown in 
Table 4.3 is less than the total number of households shown in Table 4.2. 
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the major causes of the increase for higher-income taxfilers. Taxes also rise for a 
number of individuals with income less than $15,000. Persons in this group with 
income mainly from employment will find their taxes are reduced. Of those whose 
tax increases, many are self-employed who, prior to reform, report net income 
after deductions for automobile expenses, home offices or meals or entertainment 
expenses. They are affected by reductions in these deductions. Some are persons 
with investment income who are affected by changes such as the reduced dividend 
tax credit. 


The average dollar tax reduction for taxpayers is larger in higher-income brackets, 
but the percentage reductions in tax are much larger for lower- and middle- 


Table 4.3 


Impact of Tax Reform 
Average Change in Federal/Provincial Personal Income Tax, 1988 


Households with a Decrease in Tax 


Change as Change as 
Number Average a per cent a per cent 
Income range affected change of tax of income 
($000) (000) ($) (%) (%) 
Under 15 PMs wl — 140 —19.9 —1.4 
15-30 2,910 — 405 —12.4 —1.8 
30-50 2,090 — 470 —6.2 —1.2 
50-100 1,360 — 700 —4.4 —1.1 
100 and over is — 4,365 —7.8 —2.6 
Total 8,850 — 475 —7.2 —1.5 
Households with an Increase in Tax 
Change as Change as 
Number Average a per cent a per cent 
Income range affected change of tax of income 
($000) (000) ($) (%) (%) 
Under 15 335 180 25.1 ke 
15-30 385 380 18.6 1.7 
30-50 440 430 6.4 1.1 
50—100 ao) 745 mm) | 12 
100 and over 65 6,140 16.9 a6 
Total 1,530 665 9:5 1.6 
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income households than for those at higher-income levels. For those whose tax 
increases, the percentage increase is a larger fraction of income in higher-income 
groups, reflecting the generally greater use of special tax preferences in those 
categories. In lower-income groups, the percentage increase in tax, for those 
experiencing an increase, is larger than average because tax payable by these 
households was often small or nil prior to reform. 


Tax reform reinforces the progressivity of our tax system. The share of federal 
income tax paid by taxpayers in income groups above $50,000 increases, while the 
share paid by those below $30,000 falls. The share paid by middle-income groups 
remains about constant. 


All income groups have reduced tax over all as a result of personal income tax 
reform, with lower- and middle-income Canadians experiencing the greatest 
percentage reduction in their tax. Table 4.4 shows the share of federal income 
taxes paid by individuals in various income groups before and after tax reform. 


Table 4.4 
Share of Federal Income Taxes Paid by Individuals, by Income Group, 1988 


Share of federal tax 


payable 
Income Share of Before tax After tax 
range taxfilers reform reform 
SE ie ep I ak, a ee ee ey 
($000) (%) (%) (%) 

Under 15 46.7 1.6 1.3 
15-30 28.7 a Bs 24.0 
30-50 18.2 38.3 38.5 
50-100 on O28 23.8 
+100 0.8 Wel 12.4 
Total 100.0 100.0 100.0 


Se ee eee ee ee eee ee 


Note: See notes to the tables in Annex 3. 


Enhanced Refundable Sales Tax Credit 


As part of the first stage of tax reform, the refundable income-tested sales tax 
credit will be increased, starting in 1988. The credit is now $50 per adult and 

$25 per child under age 18, paid in full up to $15,000 of family net income and 
reduced by 5 per cent of family net income above that threshold. This credit will 
be increased by $20 for each adult and $10 per child and will be reduced by 5 per 
cent of family net income above $16,000. These impacts are not included in the 
tables in this chapter. : 
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Reducing Taxes for the Elderly 


Tax reform changes will reduce taxes for 1.2 million of Canada’s 1.4 million 
elderly households (see Table 4.5). The elderly generally have more investment 
income and therefore experience a greater impact from the removal of the $1,000 
investment income deduction and the lower dividend tax credit. For most, 
however, these effects will be more than offset by the new basic personal credit, 
the age credit and pension income credit, which are set at levels which ensure that, 
on balance, all but the most well-off elderly Canadians will benefit. Some higher- 
income elderly Canadians who have large amounts of dividends or capital gains, or 
who make use of other tax preferences, will experience a tax increase. 


Table 4.5 
Overall Impact on Family Units Aged 65 and Over: Change in Federal/Provincial Personal 
Income Tax, 1988 


Change as Change as 

Number Average a per cent a per cent 

Income range affected change of tax of income 

($000) (000) ($) (%) (%) 

Under 15 405 — 160 — 35.4 —0.9 
15-30 605 — 350 — 16.6 —1.6 
30-50 265 — 265 —4.4 —0.7 
50-100 js: — 165 —1.2 —0.2 
100 and over 36 — 1,465 — 2.6 —0.8 
Total 1,425 — 290 —6.3 —0.9 


Note: See notes to Tables in Annex 3. 


Reducing Variation in Taxes Paid by Persons in Similar Economic Circumstances 


A key goal of tax reform is to narrow the variation in tax paid by persons in 
similar economic circumstances. A number of changes will reduce the tax 
preferences that now benefit only certain individuals, while lower rates and the 
conversion of exemptions to credits will provide more benefits to taxpayers 
generally. 


There is considerable variation in the impact of tax reform within income groups. 
Taxfilers who had used relatively few special tax preferences and had paid above- 
average tax will find their tax reduced, sometimes significantly. Those with tax 
increases had generally paid below-average amounts, often well below average. 
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Table 4.6 shows how tax reform will narrow the gap between households within an 
income group. It shows the difference in average tax rate (tax as a percent of 
income) before and after tax reform for those whose tax is reduced and those 
whose taxes increase. The average tax rates of the two groups generally move 
closer as a result of the tax reform proposals. Prior to tax reform the average tax 
rate was considerably higher for the former than for the latter group, reflecting 
the significant variation in tax at a given income level as a result of various tax 
preferences within the existing system. While variations in tax within an income 
group will be narrowed, they are not eliminated. This is because the tax reform 
proposals leave in place incentives and special tax treatment to promote social and 
economic priorities. 


Table 4.6 
Narrowing Variations in Average Federal/Provincial Income Tax Rates, 1988 


Households with Households with 
a decrease in tax an increase in tax 
Average Average Average Average 
fed/prov fed/prov fed/prov fed/prov 
Household tax gate tax rate tax rate tax rate 
income before after before after 
range reform reform reform reform 
($000) (per cent) 
Under 15°” aot Tah 6.9 8.6 
15-30 14.7 12.9 9.3 11.0 
30-50 19.7 18.5 16.6 Wey 
50—100 2S 23.3 20.1 PAUP: 
100 and over 33.8 alal pA a PRPS 
Total 20.5 19.0 Ay ae 18.6 


wn 


() The tax rate for these two groups is not strictly comparable before and after tax reform because of the large number of 
persons in this group and the wide variety of circumstances. After tax reform, households paying higher taxes include 
persons with net income under $15,000 due to deducting expenses for automobiles, home offices and entertainment expenses. 
These persons are affected by the new rules restricting deductions for these expenses. Some have significant investment 
income and their taxes are changed by such measures as the reduction in the dividend tax credit. 


Impact by Occupation and Income Source 


Table 4.7 shows that tax reform has different effects on individual taxfilers with 
different principal sources of income. Those whose income is derived mostly from 
employment will have a tax reduction. Those whose main income is derived from 
investments, self-employment or professional earnings have tax increases on 
average. However, their average tax rate after reform will still be lower. 
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Chart 4.3 
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Table 4.7 


Overall Impact of Tax Reform on Individual Taxfilers by Income Source 


0 ———————————————————E————————————— TE 


Average 
federal/provincial Change in tax due 
tax asa to tax reform 
per cent of income 
Principal Number of ———-- Change as Change as 
source taxfilers Before After a per cent a per cent 
of income affected reform reform Amount of tax of income 
LSE yO eee oe eee ee 
(000) (%) (%) ($) (%) (%) 
Employment 10,055 20.1 19.0 —=285 95.2 =11%1 
Other 2,083 15.4 15.6 65 1.7 0.3 


Cee eee 


Note: See notes to Tables in Annex 3. 


Fewer Lower-Income Canadians Paying Income Tax 


The tax reform package will increase by about 850,000 the number of lower- 
income individual taxfilers who pay no federal income tax. This occurs because the 
basic personal credits significantly raise the income thresholds at which 
individuals begin to pay tax. Table 4.8 and Chart 4.3 show how much the income 
thresholds will be raised in 1988 for representative taxfilers. 


Table 4.8 
Income Threshold at which Individuals Start Paying Federal Tax, 1988 


Before After 
tax reform tax reform 


(dollars) 
Single individual under 65 4,940 6,220 
Married one-earner couple under 65 with two children 16,770 18,470 
Single individual aged 65 and over 10,785 11,430 
Married couple aged 65 and over 16,945 19,010 


Sgr en eee eS ———————— ee 


Note: For taxfilers under age 65, it is assumed that income represents wage income. Standard deductions such as 
the employment expense deduction, CPP/QPP and UI contributions have been taken into account in computing 
taxes. Family allowances are also included in income for taxfilers, where appropriate. For taxfilers aged 65 and 
over, income represents a combination of OAS, pension and investment income. 


Impacts on Representative Individuals 


An annex to this chapter illustrates the impacts of tax reform on various 
representative individual taxpayers. The first set of tables shows the impact on 
typical individuals and families who claim no special deductions or tax credits. 
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The second set includes examples of individuals with various special deductions 
and types of income, selected to demonstrate the range of impacts that will occur. 


Impact on Corporations and Sectors 


The general federal statutory corporate tax rate, which is currently 36 per cent, 
will be reduced to 28 per cent on July 1, 1988 and lower rates will be phased in for 
manufacturing. Small businesses will be taxed at a rate of 12 per cent. Tax rate 
cuts are made possible by the elimination and modification of many tax 
deductions and credits that now cause actual effective corporate tax rates to be 
well below the statutory rate and to vary greatly among sectors and individual 
firms. These changes accomplish three major objectives. They increase corporate 
tax revenues and make them more stable. They alter the distribution of tax 
liabilities to make the system fairer. And they contribute to economic growth and 
job creation. 


Table 4.9 shows the average effective tax rates of nine industries prior to reform 
and after the tax reform measures set out in this paper are fully phased in. The 
data are based on simulations of tax measures for a representative sample of 
corporate tax returns, using profit and investment data for a number of past years. 
The methodology for the estimates is described in Annex 3. 


Increasing Corporate Taxes 


The tax reform proposals will increase the effective average corporate tax rate 
across all sectors from 18.7 per cent to 19.6 per cent of income reported on 
corporations’ financial statements. This increase reflects the substantial rise in 
corporate tax revenues that will occur as a result of tax reform. The changes will 
increase equity in the tax system, reduce possibilities for tax avoidance, and make 
corporate tax revenues more stable and predictable. 


Reducing Variation in Corporate Taxes Between Sectors 
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As indicated in Table 4.9, the effect of tax reform will be to reduce the variation 
in effective tax rates paid by firms in different sectors. The table also shows how 
the portion of financial income subject to tax increases as a result of tax reform 
(see discussion below). 


Prior to tax reform average rates of corporate tax varied from 14.5 per cent to 
24.5 per cent of income on financial statements. The post-reform rates range from 
15.5 per cent to 22.6 per cent. The average effective tax rate of the mining and 
finance sectors, which previously paid below-average taxes, will increase. Mining, 
agriculture, forestry and fishing, will continue to face tax burdens that are lower 
than average. 


Special deductions for the mining sector before reform include accelerated 
depreciation, earned depletion, and a resource allowance that generally exceeds 
provincial royalties. The tax reform proposals will phase out earned depletion and 
reduce some capital cost allowance write-offs for this sector. But many fast write- 
offs in the mining sector will remain to ensure that investors in new mines or 
major mine expansions will be able to recover capital costs before any income tax 
is payable. The flow-through share incentive will be retained to assist this sector in 
raising risk capital. 


Table 4.9 


Average Federal Tax Rates and Taxable Income as a Percentage of Financial Statement 
Income for Profitable Corporations 


ee SS 


Before tax reform After tax reform 
Average Percent of Average Percent of 
tax income tax income 
rate taxed rate taxed 


eS Se 


(per cent of financial statement income) 


Agriculture, forestry and fishing 16.9 91.3 an, 94.5 
Mining 15.0 49.8 16.6 63.9 
Oil and gas 21.4 67.9 20.3 75.4 
Manufacturing 18.9 TTA 19.7 89.1 
Construction 20.1 96.1 18.8 102.4 
Wholesale trade 24.5 94.7 22.6 101.0“ 
Retail trade 212 98.9 19.5 103.8"? 
Financial institutions, insurance and 

real estate 14.5 48.7 243 74.0 
Services 20.4 94.1 18.9 98.8 
Total, all Industries 18.7 72.4 19.6 84.1 


ee ee Se 


Note: See notes to Tables in Annex 3. These data are charted in Chart 3.2. 


() Taxable income in some sectors can exceed financial statement income in a year if depreciation claimed on financial 
statements is greater than capital cost allowance claimed for tax purposes. This can occur where depreciation claimed for tax 
purposes has exceeded that deducted on financial statements in previous years as a result of accelerated write-offs. 


In the finance and insurance sector, the tax treatment of reserves for future loan 
losses has provided an ability to defer taxes. There have been serious anomalies in 
the allocation of the income of multinational insurance companies between taxable 
Canadian income and tax-exempt foreign income. The real estate sector has 
benefited from the provisions allowing firms to expense costs capitalized for book 
purposes, such as pre-construction soft costs, and from tax depreciation of 
buildings in excess of that reported on financial statements. The tax reform 
proposals reduce all of these tax advantages. In addition, the increase in the 
portion of capital gains included in taxable income from 50 per cent to 75 per cent 
is particularly important in increasing taxes in the real estate sector. 
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The tax position of the manufacturing sector is now influenced by a three-year 
accelerated depreciation write-off for manufacturing machinery and equipment, 
as well as the low tax rate on manufacturing income. The tax reform proposals 
introduce a phased reduction in the fast depreciation write-off and further lower 
the tax rate on manufacturing income. By 1991, manufacturing will benefit from a 
23-per-cent federal statutory tax rate — 7 percentage points lower than the current 
rate for manufacturing and 5 percentage points below the general corporate rate 
in 1991. With income tax reform fully implemented, the manufacturing sector will 
continue to have an average effective tax rate close to the average for all sectors. 


Reductions in corporate statutory tax rates will benefit previously high-tax sectors 
such as services, construction, and wholesale and retail trade. These sectors are 
labour-intensive and therefore are not greatly affected by the reductions in up- 
front tax write-offs and credits for capital investments. The major incentive 
benefiting firms in these sectors has been the low statutory tax rate for small 
business corporations. This will be lowered further in tax reform. 


The oil and gas sector benefits from a number of fast write-offs for investment 
which reflect the high risk nature of the business. These incentives, such as the 
immediate fast write-offs for exploration expenditures, are of considerable benefit 
to the sector, and will be retained in tax reform. 


The reason for the above-average tax rate of the oil and gas sector prior to tax 
reform is that the resource allowance deduction of 25 per cent of operating income 
is less than provincial royalties which are non-deductible for income tax purposes. 
The overall tax position of the oil and gas sector will be improved by tax reform as 
the reduction in the federal statutory tax rate from 36 to 28 per cent more than 
offsets the impact of base broadening. 


Broadening the Corporate Tax Base 
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The tax reform proposals will reduce the number of profitable corporations that 
pay little or no tax and increase the amount of corporate profits that are subject to 
tax (Table 4.9). This broadening of the tax base is accomplished by reducing 
special corporate tax preferences. The broadening of the tax base allows corporate 
tax revenues to be increased while statutory corporate tax rates are lowered. 


Under the pre-reform rules, some 72 per cent of the income that companies 
reported on their financial statements was taxable. This ratio rises to 84 per cent 
after reform. In all sectors, the corporate tax reform proposals reduce the gap 
between taxable income and actual income reported for financial purposes. The 
sectors which will experience the greatest change are those where income subject 
to tax prior to reform is the lowest, compared to income reported on financial 
statements. The largest broadening of the tax base occurs in the finance, real 
estate, manufacturing and mining sectors. 


After reform, taxable income over all remains somewhat lower than income 
reported on financial statements. This partly reflects the retention of incentives for 
investment. For example, depreciation write-offs allowed by the capital cost 


allowance system will generally remain somewhat faster than the depreciation 
claimed in company financial statements, and exploration and development 
expenses will generally continue to be deducted at a faster rate for tax purposes 
than companies use for financial reporting. 


The reform proposals will reduce the number of profitable corporations which do 
not pay any income tax. Data from the 1983 tax year suggests that some 110,000 
of the total 320,000 profitable corporations did not pay tax in that year. Had the 
tax reform measures been fully in place in that year some 50,000 of these 
corporations would have become taxable. Of the remaining 60,000, 35,000 would 
have continued to be non-taxable because of deduction of losses incurred in 
previous years while about 25,000 would have remained non-taxable because of 
various incentives which would still be available and because they earned low 
levels of profits. 


Maintaining Support for Small Business 


Tax reform recognizes the important contribution of small firms to job creation 
and economic growth. The proposals in this paper do not alter the total tax burden 
on small corporations, as the reduction in the statutory tax rate offsets the impact 
of measures to broaden the tax base for this sector. In contrast, the average tax 
rate on large corporations increases, as shown in Table 4.10 and Chart 4.4. The 
tax on small firms as a percent of their financial income remains well below that 
on larger firms. Shareholders of small firms will also benefit from the full 
$500,000 lifetime exemption on capital gains, starting in 1988. 


Table 4.10 
Average Federal Tax Rates for Profitable Corporations by Size of Firm 


Ae ee 


Before After 
tax reform tax reform 


BN ee SS ee 


(per cent of financial income) 


Small corporations NS 1355 
Large corporations 19.9 21.1 
All corporations 18.7 19.6 


Be ee SS SS SS ns 


Note: See notes to Tables in Annex 3. The federal tax rate on small businesses can exceed the 12-per-cent federal 
statutory rate due to tax at the full rate on investment income and business income above $200,000. 


Maintaining Incentives to Invest 


Reduced tax rates will provide an incentive for firms to invest in profitable 
ventures. The reform package will even out incentives to invest across sectors and 
asset types. Unevenness in the pre-reform tax treatment of investments in different 
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Table 4.11 


Federal/Provincial Tax Rate on New Investment 
for Large Corporations by Industry Group 


Before After 
tax reform tax reform 


ee a eee 


(per cent of income) 


Agriculture, forestry, fishing 25.0 pn) 
Manufacturing 262 26.1 
Construction 36.7 3Ae2 
Wholesale trade 37.8 33.8 
Retail trade atl 32:7 
Services 33.0 29.0 
Oil and gas Laggl 14.9 
Mining —15.1 8.7 
Total 24.6 24.7 


2) Ee EEE. _ ae 


Note: See notes to Tables in Annex 3. The values assume provinces parallel the broadening of the tax base but 
retain their current tax rates. Provincial tax rates are those in effect on May 1, 1987, and an average provincial 
rate for each sector is calculated in making the estimates. 


assets and industries has caused tax considerations to play a large role in the 
allocation of investment funds. Reform measures encourage investment through 
lower tax rates instead of through selective up-front write-offs. They thus establish 
4 tax environment that is more conducive to sounder long-term economic growth 
based more on the underlying profitability of investments and less on tax 
considerations. 


Tax rates on returns from a new investment measure the impact of the corporate 
tax system on the incentive to invest, by comparing the before-tax and after-tax 
rate of return on a new investment. Significant variation in these rates among 
sectors indicates the potential for distortion of investment and business decision- 
making. The tax rates across different types of investment are more uniform under 
the post-reform rules. 


Table 4.11 shows the effects by sector. It is assumed that the provinces parallel the 
tax reform proposals to broaden the tax base, but maintain their current tax rates. 
The tax rate on new investment in non-resource industries declines in all sectors. 
The size of the decline in the tax on new investment is often significant, especially 
in the retail trade and service sectors. In contrast, the size of the decline in the tax 
rate on new investment in manufacturing is small as the reductions in statutory 
rates are essentially offset by the impact of base broadening. 


The tax rate on new investment in the oil and gas and mining industries is 
increased from 11.1 to 14.9 per cent and from -15.1 to 8.7 per cent, respectively. 


G) The negative rate under the pre-reform tax system means that new investment projects effectively received a 
payment from the tax system as the tax savings from up-front tax deductions and credits exceeded the present 
value of taxes paid later on the income of the project. 
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The pre-reform tax rate on new investment was substantially lower in the resource 
sectors than in other sectors. It remains so after reform, indicating that there are 
still significant tax incentives to invest in these sectors. 


Impact on Provincial Government Revenues 


The federal-provincial income tax collection agreements provide an arrangement 
whereby the federal government administers and collects provincial income taxes. 
All provinces except Quebec, which administers its own personal and corporate 
income taxes, have entered into agreements with the federal government. In the 
case of Ontario and Alberta the agreements cover personal income taxes only 
since these provinces administer their own corporate income taxes. 


Provinces participating in these arrangements have agreed to express their 
personal income tax rates generally as a percentage of basic federal tax. For the 
corporate income tax, participating provinces apply their tax rate to corporate 
taxable income earned in a province as determined in the federal Income Tax Act 
and Regulations. Quebec, Ontario and Alberta have closely followed the federal 
definition of corporate taxable income used by other provinces. 


As a result of these federal-provincial linkages, the federal tax changes proposed 
under tax reform will automatically affect the calculation of provincial personal 
income tax payable for all provinces except Quebec. When the measures are fully 
effective by 1990, it is estimated that, in aggregate, provincial personal income tax 
revenues in provinces other than Quebec will be reduced by about $880 million. 
For purposes of this calculation, it is assumed that Quebec provides reductions in 
personal income taxes equivalent to about 80 per cent of federal basic tax. Total 
provincial personal income tax revenues would be reduced by about 

$1,275 million. 


On the corporate income tax side, provinces generally share automatically in the 
revenues from broadening the tax base but are not affected by federal tax rate 
cuts. Assuming Ontario, Quebec and Alberta adopt the corporate income tax 
base-broadening measures, and provinces do not adjust their tax rates, corporate 
income tax revenues of all provinces would increase by about $885 million. 


In addition to affecting provincial income tax revenues, tax reform will also have a 
direct impact on payments to provinces under certain federal transfer programs. 
The most significant impacts will be through the Established Programs Financing 
(EPF) arrangements, the contracting-out arrangements with Quebec and the 
Fiscal Equalization program. Cash transfers to provinces under EPF and 
contracting-out will increase substantially. Equalization payments will also 
increase but the increases will be smaller. 


Table 4.12 shows the estimated impact on provincial income tax revenues and the 
estimated increase in federal cash transfers for the 1990 taxation year when the 
income tax measures approach full implementation. In aggregate, by 1990, 
provinces will experience no change as a result of tax reform. 


Table 4.12 


Direct Impact of Personal and Corporate Income Tax Reform on Provincial Government 
Revenues 1990 Taxation Year 


Provinces other 
Revenue sources than Quebec Quebec” _ Total 


(millions of dollars) 


Personal income tax — 880 — 395 — 1,275 
Corporate income tax +815 +70 +885 
EPF and contracting-out cash +210 +150 +360 
Equalization +15 +10 +25 
Total +160 — 165 —5 


(1) Quebec’s personal income tax system differs substantially from that of the federal and other provincial governments. 
Because the Quebec personal income tax system is not linked to the federal system, personal tax reform will not directly 
affect Quebec personal income tax revenues. However, it is assumed for purposes of this table that Quebec makes personal 
income tax reductions equivalent to about 80 per cent of the reduction in federal basic tax. 


The estimated net impact on provincial revenues for the next five years is shown in 
Table 4.13. As the income tax reform measures become fully implemented, 
provincial revenues in aggregate will increase. In order to help offset the impact of 
tax reform on provinces in the first year, payments to provinces in respect of 
personal income tax will be accelerated. Table 4.13 takes into account this 
acceleration of personal income tax payments. 
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Table 4.13 


Direct Impact of Personal and Corporate Income Tax Reform on Provincial Government 
Revenues Taxation years 1988 to 1992 


1988 19So 1990 1991 1992 


(millions of dollars) 


Newfoundland —1 —8 —2 _ +2 
Prince Edward Island - —2 +1 -- ~ 
Nova Scotia +] —10 —] +3 +5 
New Brunswick - 41 () —2 +2 4 
Ontario 4-77 —18 +112 +180 +227 
Manitoba +7 =] +5 +10 +14 
Saskatchewan +4 —7 89) +10 +11 
Alberta +36 +8 4251 +68 +83 
British Columbia +1 — 35 —6 +7 +18 
Northwest Territories +] —] - —] - 
Yukon —1 ~ — —| — 
Total Excluding Quebec +125 —90 +160 +278 +364 
Quebec” — 186 —188 — 165 — 167 —155 
Total —61 —278 —5 +111 +209 


“) See footnote to Table 4.12 
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Annex 


This annex provides additional information on the impact of personal income tax 
reform measures, and on the federal revenue effect of tax reform. 


A. Impact of Personal Tax Reform on Typical Taxfilers with No 
Special Deductions 


The tables that follow show the impact of personal income tax reform for various 
types of taxfilers who claim no special tax exemptions or tax deductions. Examples 
in Part B of this annex show the impact on individuals with a wider variation in 
types of income and deductions. 


A4.1 


Impact of Personal Income Tax Changes on a Single Wage-Earner 
Under 65 With no Special Deductions 


Amount of federal/ Change in tax asa 
provincial tax per cent of 
Income Pre- Post- Tax 
level reform reform Change Income otherwise payable 
(dollars) (per cent) 
10,000 1,050 975 —75 —0.8 —7.1 
15,000 2,430 2,260 —170 —1.1 —7.0 
20,000 3,880 3,540 — 340 —1.7 —8.8 
25,000 5,415 4,825 — 590 —2.4 — 10.9 
30,000 7,180 6,485 — 695 —2.3 —9.7 
40,000 11,130 10,595 — 535 —1.3 —4.8 
50,000 15,605 14,700 — 905 —1.8 —5.8 
75,000 Pa IHL® DONS — 1,855 —2.5 —6.7 


Note: Tax changes include those arising from the conversion of exemptions and deductions into credits, and from the 
modifications to the tax rate structure. 

Taxpayers are assumed to be under age 65, to receive earned income, and to claim standard exemptions, deductions, and 
credits. The provincial tax is calculated at an average provincial tax rate of 55 per cent of federal basic tax. As rates of 
provincial tax vary from province to province, taxpayers in some provinces will experience tax savings that differ from those 
given above. No provision is made in the calculations for provincial surtaxes and credits, and non-standard exemptions, 
deductions or credits. 
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A4.2 


Impact of Personal Income Tax Changes on a Married One-Earner Couple 
With Two Children Under Age 18 and no Special Deductions 


Income 
level 


10,000 
15,000 
20,000 
25,000 
30,000 
40,000 
50,000 
75,000 


Pre- 
reform 


—1,015 
80 
1,470 
Zoey 
4,705 
9,010 
13,465 
25,345 


Amount of federal/ 
provincial tax 


Post- 
reform 


(dollars) 


— 1,050 
— 335 
955 
2,285 
4,150 
Sy7 95 
133110 
24,290 


Change in tax asa 


per cent of 
Tax 
Change Income otherwise payable 
(per cent) 

— 35 —0.4 n/a 
—415 —2.8 n/a 
—515 —2.6 — 35.0 
— 640 —2.6 —21.9 
—555 —1.9 —11.8 
— 255 —0.6 —2.8 
— 355 —0.7 —2.6 

— 1,055 —1.4 —4,2 


Note: Tax changes include those arising from the conversion of exemptions and deductions into credits, and from the 
modifications to the tax rate structure. 


Taxpayers are assumed to be under age 65, married with one spouse working, to receive earned income, and to claim standard 
exemptions, deductions, and credits. The provincial tax is calculated at an average provincial tax rate of 55 per cent of federal 
basic tax. As rates of provincial tax vary from province to province, taxpayers in some provinces will experience tax savings that 
differ from those given above. No provision is made in the calculations for provincial surtaxes and credits, and non-standard 
exemptions, deductions or credits. 
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A4.3 


Impact of Personal Income Tax Changes on a Married Two-Earner Couple 
With Two Children Under Age 18 and no Special Deductions 


Amount of federal/ Change in tax as a 
provincial tax per cent of 
Income Pre- Post- Tax 
level reform reform Change Income _ otherwise payable 
(dollars) (per cent) 
10,000 — 1,050 — 1,050 0 0 n/a 
15,000 — 455 — 665 —210 —1.4 n/a 
20,000 415 240 —175 —0.9 — 42.2 
25,000 1,415 1,180 — 235 —0.9 — 16.6 
30,000 216 2,295 —215 —0.7 — 8.6 
40,000 5,810 5,365 — 445 —1.1 —7.7 
50,000 9,460 | 8635 — 825 —1.7 —8.7 
75,000 18,595 17,385 — 1,210 — 1.6 —6.5 


Note: Tax changes include those arising from the conversion of exemptions and deductions into credits, and from the 
modifications to the tax rate structure. 


Taxpayers are assumed to be under age 65, married with both spouses working, to receive earned income (60 per cent earned by 
one spouse, 40 per cent by the other), and to claim standard exemptions, deductions, and credits. They also claim child care 
expenses. The provincial tax is calculated at an average provincial tax rate of 55 per cent of federal basic tax. As rates of 
provincial tax vary from province to province, taxpayers in some provinces will experience tax savings that differ from those 
given above. No provision is made in the calculations for provincial surtaxes and credits, and non-standard exemptions, 
deductions or credits. 
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A4.4 


Impact of Personal Income Tax Changes on a Single Parent 


With Two Children and no Special Deductions 


Income 
level 


10,000 
15,000 
20,000 
25,000 
30,000 
40,000 
50,000 
75,000 


Pre- 
reform 


— 1,050 
—85 
985 
2,120 
3,325 
7,385 
11,835 
23,605 


Amount of federal/ 
provincial tax 


Post- 
reform 


(dollars) 


— 1,050 
— 495 
520 
13535 
2,660 
73055 
11,610 
22,640 


Change 


0 
— 410 
— 465 
— 585 
— 665 
— 330 
— 225 
— 965 


Change in tax as a 


per cent of 
Tax 
Income otherwise payable 
(per cent) 

0 n/a 
—2.7 n/a 
—2.3 — 47.2 
—2.3 — 27.6 
—2.2 — 20.0 
—0.8 —4.5 
—0.5 —1.9 
—1.3 —4.] 


Note: Tax changes include those arising from the conversion of exemptions and deductions into credits, and from the 
modifications to the tax rate structure. 


Taxpayers are assumed to be under age 65, to receive earned income, and to claim standard exemptions, deductions, credits and 
child care expenses. Deductible child care expenses are assumed to be $1,000 for taxfilers with incomes of $15,000 or less, rising 
to $4,000 for those with incomes of $30,000 and above. The provincial tax is calculated at an average provincial tax rate of 55 
per cent of federal basic tax. As rates of provincial tax vary from province to province, taxpayers in some provinces will 
experience tax savings that differ from those given above. No provision is made in the calculations for provincial surtaxes and 
credits, and non-standard exemptions, deductions or credits. 
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A4.5 


Impact of Personal Income Tax Changes on a Single Individual 65 and Over 
With no Special Deductions 


Amount of federal/ Change in tax asa 
provincial tax per cent of 
Income Pre- Post- Tax 
level reform reform Change Income otherwise payable 
(dollars) (per cent) 
10,000 0 0 0 0.0 n/a 
15,000 1,385 1,280 —105 —0.7 —7.6 
20,000 2,000 2,620 —235 —1.2 —8.2 
25,000 4,400 3,965 — 435 —1.7 —9.9 
30,000 6,095 5,665 — 430 —1.4 —7.1 
40,000 9,950 9,770 — 180 —0.5 —1.8 
50,000 14,190 13,880 — 310 — 0.6 —2.2 
75,000 26,170 25,100 — 1,070 —1.4 —4.] 


Note: Tax changes include those arising from the conversion of exemptions and deductions into credits, and from the 
modifications to the tax rate structure. 


Taxpayers are assumed to receive Old Age Security (OAS), pension and investment incomes and to claim standard exemptions, 
deductions, and credits. The provincial tax is calculated at an average provincial tax rate of 55 per cent of federal basic tax. As 
rates of provincial tax vary from province to province, taxpayers in some provinces will experience tax savings that differ from 
those given above. No provision is made in the calculations for provincial surtaxes and credits, and non-standard exemptions, 
deductions or credits. In each case, the taxfiler is assumed to claim the full $1,000 investment income deduction prior to tax 
reform. 
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A4.6 


Impact of Personal Income Tax Changes on a Married Couple 65 and Over 
With no Special Deductions 


Amount of federal/ Change in tax as a 
provincial tax per cent of 
Income Pre- Post- Tax 
level reform reform Change Income otherwise payable 
(dollars) (per cent) 
15,000 0 0 0 0 n/a 
20,000 855 280 —575 —2.9 — 67.3 
25,000 2205 1,620 —655 — 2.6 — 28.8 
30,000 3,185 2,960 — 825 —2.8 —21.8 
40,000 7,210 6,895 — 315 —0.8 —4.4 
50,000 11,160 11,005 —155 —0.3 —1.4 
75,000 22.705 22,045 —710 —0.9 —3.] 


Note: Tax changes include those arising from the conversion of exemptions and deductions into credits, and from the 
modifications to the tax rate structure. 


One spouse is assumed to receive OAS, pension and investment income, and to claim standard exemptions, deductions, and 
credits. The other spouse only receives OAS pension. The provincial tax is calculated at an average provincial tax rate of 55 per 
cent of federal basic tax. As rates of provincial tax vary from province to province, taxpayers in some provinces will experience 
tax savings that differ from those given above. No provision is made in the calculations for provincial surtaxes and credits, and 
non-standard exemptions, deductions or credits. In each case, one spouse is assumed to claim the full $1,000 investment income 
deduction prior to tax reform. 


B. Impact of Personal Tax Reform on Various Households 


Representative tax profiles are presented here to illustrate the kinds of changes in 
income Canadians will experience when tax reform is implemented. A detailed 
example of the calculation of a personal income tax return before and after tax 
reform is presented at the end of Chapter 3. The examples in this annex are not 
designed to be comprehensive. The actual impact of tax reform on any household 
will depend on many variables, including for example the proportion and nature of 
investment income and the breakdown of earnings in two-earner households. The 
composition of investment and business income, and illustrative amounts of 
various deductions in these examples are based on actual experience as shown in 
tax statistics. 


The examples take account of all the income tax changes proposed in personal 
income tax reform as they apply when fully phased in. A number of simplifying 
assumptions have been made. Families have either two children or none. All tax 
calculations assume an average provincial rate of 55 per cent of federal basic tax. 
Actual tax for residents of most provinces would be slightly above or below this 
rate. 


56 


These examples assume standard exemptions and deductions before reform and 
standard credits after reform, except where indicated. These standard items 
include the basic personal exemption, contributions to the Canada/Quebec Pension 
Plans, contribution to unemployment insurance, the age exemption, and the 
related credits under the post-reform system. 


Negative amounts of tax indicate that the household receives a child tax credit 
and pays either no tax or tax which is lower than the credit refund received. A 

negative amount is refunded to the taxfiler. The calculations do not include the 
impact of the increase in the refundable sales tax credit. 


1. Single Persons Under Age 65 


A. Income of $10,000, all from employment. This individual claims only 
standard deductions and exemptions. Tax is lower after reform due to 
the enhanced basic personal tax credit. In 1988, there will be about 
150,000 single taxpaying employees with less than $10,000 in income. 
This individual will also qualify for an additional refundable sales tax 
credit, increased from $50 to $70 as a result of tax reform. 


B. Income of $25,000. Tax is lower due to the new tax credits and lower 
tax rates. In 1988, there will be about one million single wage earners 
with incomes between $20,000 and $30,000. 


C. Income of $40,000. Tax is lower after tax reform as lower tax rates 
offset the removal of the $1,000 investment income deduction. In 1988, 
there will be about 275,000 single wage earners with incomes between 
$35,000 and $45,000. 


A4.7 
A B C 
Income 
Employment earnings $10,000 $24,500 $39,000 


Interest on CSBs - 500 1,000 


10,000 25,000 40,000 


Non-standard deductions 


Charitable donations - 200 350 
Union dues - 250 _ 
RPP contributions _ 1,200 1,500 
RRSP contributions - 1,000 2,000 
Estimated 1988 federal-provincial income tax 
Pre-reform tax 1,049 4,403 9,212 
Change in tax —77 — 283 —171 
Post-reform tax 972 4,120 9,041 
Percentage change in tax —7.3% — 6.4% —1.9% 


Cee ee ee eee ee ee eee SSS eee 
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2. Single Persons 65 and Over 


A. Income of $10,000. This individual pays no tax before or after reform. 
In 1988, there will be about 750,000 single taxfilers aged 65 or over 
with incomes below $10,000. This individual is also eligible for the 


refundable sales tax credit which increases from $50 to $70. 


B. Income of $25,000. Tax is reduced as a result of reform because the 
lower tax rates and benefits from conversion of exemptions to tax 
credits more than offset the impact of removal of the $1,000 deduction 
for investment income. In 1988, there will be about 120,000 single 
taxfilers aged 65 and over with incomes between $20,000 and $30,000. 


C. Income of $40,000. This filer has investment income. The tax is almost 
unchanged as a result of the reform because the reduced dividend tax 
credit and the removal of the $1,000 investment income deduction are 
offset by lower tax rates. In 1988, there will be about 40,000 filers aged 
65 and over with income between $35,000 and $45,000. 


A4.8 


Income 
OAS 
GIS 
Survivors benefits 
GPP 
Pension income 
Interest income 
Dividends 


Non-standard deductions 
Charitable donations 


Estimated 1988 federal-provincial income tax 


Pre-reform tax 
Change in tax 
Post-reform tax 


Percentage change in tax 


3. Single Parents With Two Children Under Age 18 


A 


$3,740 
2,620 
3,640 


=) 


B 


$3,740 


6,600 
12,000 
2,660 


4,305 
— 429 
3,876 


—10.0% 


© 


$3,740 


6,600 
18,160 
10,000 

1,500 


40,000 
450 


9,442 
—70 
Sede: 


— 0.7% 


A. Income below $10,000. This individual pays no tax before or after tax 
reform, and receives a child tax credit of $524 for each child. In 1988, 
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there will be about 84,000 single parents with incomes below $10,000 
with income only from employment. This family will also be eligible for 
an increase in the refundable sales tax credit from $100 to $140. 


B. Income of $25,000. This individual receives some interest income, which 
no longer qualifies for the $1,000 deduction after tax reform. Tax is 
substantially reduced, however, due to the new tax credits. In 1988, 
there will be about 160,000 single parents with incomes primarily from 
employment between $20,000 and $30,000. 


C. Income of $40,000. Tax is almost unchanged as a result of reform 
because lower tax rates offset removal of the $1,000 investment income 
deduction and because of the impact of the changes which increase net 
income and thus reduce the child tax credit for persons with family 
income in this range. In 1988, there will be about 55,000 single-earner 
parents with incomes between $35,000 and $45,000. 


A4.9 
A B © 
Income 
Employment earnings $9,224 $23,724 $38,624 
Family allowance 776 776 776 


Interest income _ 500 600 


10,000 25,000 40,000 


Non-standard deductions 


Child care expenses 1,000 3,000 4,000 
Charitable donations -- 200 240 
RPP contributions - 1,600 2,600 
Union dues _ 250 200 
Estimated 1988 federal-provincial income tax 
Pre-reform tax — 1,048 1,362 5,862 
Change in tax 0 — 371 — 163 
Post-reform tax — 1,048 991 5,699 
Percentage change in tax —- —27.3% —2.8% 


4. Couples Aged 65 and Over 


A. Income under $15,000. The couple receives no private pension or 
investment income and claims only standard deductions. The couple 
pays no tax before or after tax reform. In 1988, there will be about 
210,000 elderly couples with guaranteed income supplement (GIS) 
benefits and income under $15,000. This couple will also benefit from 
an increase in the refundable sales tax credit from $100 to $140. 
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B. Income of $25,000. This couple’s tax is reduced due to the new tax 
credits and lower rates. In 1988, there will be about 160,000 elderly 
couples with income between $20,000 and $30,000. 


C. Income of $40,000. This couple has investment income. Their tax is 
higher after reform because of the reduced dividend tax credit and the 
removal of the $1,000 investment income deduction, and these impacts 
are not fully offset by the lower tax rates. In 1988, there will be about 
65,000 couples aged 65 or over with income between $35,000 and 


$45,000. 
A4.10 
A B G 
Income 
OAS $7,480 $7,480 $7,480 
GIS 4,525 - - 
CPP/QPP 2,520 6,600 ~ 
Pension income — 8,000 26,260 
Interest income _ 2,920 3,760 


Dividends — _ 2,500 


14,525 25,000 40,000 


Non-standard deductions 


Charitable donations — - 400 500 
Estimated 1988 federal-provincial income tax 

Pre-reform tax 0 1,858 6,085 

Change in tax 0 — 374 84 

Post-reform tax 0 1,484 6,169 

Percentage change in tax - —20.2% 1.4% 


5. One-Earner Couples With Two Children Under Age 18 


A. Income of $10,000. The income earner works for six months and 
receives unemployment insurance for half the year. Before reform, this 
family has an income tax liability of $35, and a child tax credit refund 
of $1,048 resulting in a net tax refund of $1,013. After reform, the 
family pays no tax, and continues to receive the full child tax credit. In 
1988, there will be about 110,000 one-earner couples with children and 
with income under $10,000. In addition, this family will receive an 
increase in the refundable sales tax credit from $150 to $210. 


B. Income of $25,000. As a result of reform, tax is reduced mainly because 
tax credits provide larger tax savings for this family than tax 
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exemptions and deductions. In 1988, there will be about 310,000 one- 
earner couples with children and with income between $20,000 and 
$30,000. 


C. Income of $40,000. Overall tax is reduced, with lower tax rates 
offsetting the fact that tax credits provide less tax savings at this income 
level than exemptions and deductions. In 1988, there will be about 
320,000 one-earner couples with children and with incomes between 
$35,000 and $45,000. 


A4.11 
A B Cc 


Income 
Employment earnings $5,724 $23,724 $37,224 
Family allowance 776 776 776 
Unemployment insurance 3,500 — — 
Interest income = 500 = 
Capital gains on shares (cash) _ ~ 2,000 


10,000 25,000 40,000 


Non-standard deductions 


Charitable donations 150 350 200 
RPP contributions ~ 800 = 
Union dues - 300 - 
Uninsured medical expenses — 1,500 - 
RRSP contributions - - 2,000 
Moving expenses (unreimbursed) — — 1,000 
Estimated 1988 federal-provincial income tax 
Pre-reform tax — 1.013 2,078 6: 157 
Change in tax — 35 — 452 — 324 
Post-reform tax — 1,048 1,626 6,433 
Percentage change in tax —3.5% — 21.8% —4.8% 


6. Two-Earner Families 


A. Income of $25,000 and two children under 18. This family has no 
investment income. Tax is reduced because of lower tax rates and the 
new tax credits. In 1988, there will be about 400,000 two-earner 
families with children and with income between $20,000 and $30,000. 


B. Income of $40,000, one child under 18, and one over 18 who attends 
university full time. Income includes child support payments for the 
younger child as a result of a previous marriage. Tax is reduced because 
the credit for the older child’s tuition becomes transferable and because 
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7. Two-Earner Couple With Mixed Tax Impact 
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tax rates are lowered. In 1988, there will be about 365,000 two-earner 
families with children and income between $35,000 and $45,000. 


C. Income of $50,000 and two children under 18. Tax is reduced due to 


lower tax rates. In 1988, there will be about 285,000 two-earner 
families, with children, who have incomes between $40,000 and 


$60,000. 


A4.12 


Income 
Husband’s employment 
Wife’s employment 
Family allowance 
Interest income 
Support payments 


Non-standard deductions 
Union dues 
Charitable donations 
RPP contributions 
RRSP contributions 
Child care expenses 
Tuition deductions 


Education deduction transferred 


Estimated 1988 federal-provincial income tax 


Pre-reform tax 
Change in tax 
Post-reform tax 


Percentage change in tax 


$18,000 
6,224 
776 


$11,012 
25,000 
388 


3,600 


$25,000 
24,000 
776 

224 


40,000 


50,000 


One spouse is a salaried employee. The other is self-employed with a home office. 
The tax of the latter spouse increases after reform due to reduced deduction of 
business expenses. The total tax for the family, however, is lower after reform 


because both incomes are taxed at lower marginal tax rates. 


A4.13 


Income 
Husband’s employment earnings $34,500 
Wife’s net self-employment earnings 15,000” 
Interest 500 
50,000 
Non-standard deductions 
RRSP contributions 1,700 
Estimated 1988 federal-provincial income tax 
Pre-reform tax 10,893 
Change in tax — 253 
Post-reform tax 10,640 
Percentage change in tax —2.3% 


() Deductible business expenses for the home office are assumed to be reduced by $2,000 post-reform. 


8. Three Families With Income of $75,000 


A. 


One-earner couple with two children. This family earns mainly 
employment income. They experience a reduction in tax because lower 
tax rates offset the removal of the investment income deduction, and the 
reduced dividend tax credit. 


Self-employed professional with two children, whose spouse is not in the 
labour force. Tax for this family increases mainly because of reduced 
deductions for business expenses, the removal of $1,000 investment 
income deduction and the reduced dividend tax credit. However, tax 
remains below that for the family with income mainly from 
employment. 


Couple with two children and no employment income. Prior to reform, 
the family’s investments were arranged to be fully sheltered from tax. 
The main changes affecting this family are the reduction in the dividend 
tax credit and lifetime capital gains exemption, the elimination of the 
CCA-related rental loss on MURBs, and reduced deductions for home 
office expenses. Tax reform narrows the variation in tax paid by 
individuals at a given income level. However, even after reform, the 
level of tax paid by this family remains below that paid by families at 
the same income level with income mainly from employment or self- 
employment. 
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A4.14 


A B C 
Income 
Salary $71,500 - - 
Net self-employed income = $65,000" _ 
Family allowance 776 776 be 16 
Interest income 1,224 1,224 29,224 
Dividends (cash) 1,500 3,000 20,000 
Capital gains on shares (cash) 0 5,000 35,000 
Rental loss - _ — 10,000 
75,000 75,000 75,000 
Non-standard deductions 
RRSP contributions 7,000 7,000 - 
Charitable donations 700 700 950 
Carrying charges - ~ 15,000 
Reduced lifetime capital gains 
exemption®? = ~ 9,224 
Estimated 1988 federal-provincial 
income tax 
Pre-reform tax 20,902 18,571 _ 
Change in tax —313 Phe? 7,705 
Post-reform tax 20,589 19,728 els 
Percentage change in tax —1.5% 6.2% n/a 


( 


(2 


Deductible business expenses are assumed to be reduced by $3,700 as a result of tax reform. 

The rental loss includes a loss created by capital cost allowance of $8,500 on an investment ina MURB. In 
addition, $2,100 of home office expenses are assumed to become non-deductible as a result of tax reform. 
This reflects the assumed reduction in the family’s lifetime capital gains exemption because of cumulative net 
investment losses deducted previously. 
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9. Three Families With Income of $150,000 
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A. Single earner with spouse and two children under 18 with income 
mainly from employment. Tax is reduced substantially due to lower tax 
rates. This illustrates the impact of reform in narrowing the variation in 
tax liabilities at a given income level. 


B. Self-employed earner with a spouse who is not in the labour force, and 
one child under age 18. One older child attends a post-secondary 
institution. Taxes are reduced because lower tax rates and the newly- 
proposed transferability of the credit for tuition fees offset the reduced 
dividend tax credit, removal of the earned depletion deduction on flow- 
through shares, and the reduction of business expense deductions. 


C. Investor with spouse and two children under age 18. This family 
experiences a significant increase in tax mainly because it is assumed 
that $20,000 of capital gains which would have been exempt under the 
lifetime capital gains exemption prior to reform and become taxable as 
a result of maintaining the exemption at its 1987 level. This family is 
also affected by the reduction in the dividend tax credit, reduced 
deductions for business expenses, and the elimination of the CCA- 
related rental loss on certified MURBs. 


A4.15 
A B C 
Income 
Employment earnings $139,224 - - 
Partnership net income — $110,000‘ = 
Family allowance 776 388 $5 uO 
Interest income 5,000 9,612 30,000 
Dividends (cash) 5,000 15,000 35,000 
Capital gain - 15,000 70,000 
Rental loss (MURB) ~ - — 5,000 


Other business = ge 19,2242 


150,000 150,000 150,000 


Non-standard deductions 


Charitable donations 500 2,000 300 
Political contributions ~ 3,000 ~ 
RPP contributions 6,000 ~ - 
RRSP contributions - 1,000 ~ 
Flow-through share exploration 

expenses ~ 10,000 - 
Earned depletion on flow through share _ J, 508 - 
Interest expenses - ~ 10,000 
Tuition fees - 2,000 - 
Education deduction transferred - 400 - 


Estimated 1988 federal-provincial 
income tax 


Pre-reform 59,275 46,134 29,916 
Change — 5,582 —941 14,812 
Post-reform 53,693 45,193 44,728 
Percentage change in tax —9.4% —2.0% 49.5% 


() Deductible business expenses are assumed to be reduced by $3,600 after reform due to limits on meals and 
entertainment and automobile expenses. 
) Deductible business expenses are assumed to be reduced by $3,300 as a result of tax reform. 
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A4.16 


C. Impact of Tax Reform Measures on Federal Tax Revenues 


Major Personal Income Tax Measures 
Taxation Years 1988-1992 


Federal revenue impact 
taxation years 


1988 1989 1990 199] 1992 


(millions of dollars) 


Modifications to tax rates and conversion of personal exemptions 
into tax credits —5,050 -5,350 -5,675 6,000 -6,300 


Conversion of other deductions into 17-per-cent tax credits 


Credit for employee portion of unemployment insurance 


premiums and Canada/Quebec Pension Plan contributions 375 415 450 490 530 
Credit for net medical expenses 20 25 25 30 30 
Credit for up to $1,000 of pension income 40 45 50 55 60 
Two-tier credit for charitable donations —50 —55 -55 —60 —60 
Credit for tuition fees and the education deduction -50 —55 —60 -65 -70 


Major base broadening measures 


Increase in inclusion rate for capital gains and modification in 


the lifetime capital gains exemption 160 200 Pi), 300 330 
Reduction of the dividend gross-up and tax credit 225 250 275 300 325 
Elimination of the $1,000 investment income deduction 950 975 1,000 1,025 1,060 
Elimination of the $500 employment expense deduction 975 1,000 1,030 1,065 1,100 
Elimination of forward and block averaging 60 75 90 100 mS 
Reduced deduction for home offices, meals and entertainment 

and automobile expenses 230 255 280 310 335 
Slower phase-in of tax assistance for higher contribution limits 

for RPPs and RRSPs 200 120 90 80 70 
Reduced write-offs for films, MURBs and earned depletion 50 90 135 180 200 
Interaction effects, anti-avoidance, and other changes‘) —135 -110 —80 -85 —90 
Net federal revenue impact of personal tax reform —2,000 —2,120 —2,170 —2,275 —2,365 


Note: The revenue impact of individual measures is estimated using the full post-reform system as the base. The acceleration of 
deductions at source of tax and contributions to the Canada Pension Plan and unemployment insurance plan does not increase 
taxation year liabilities and so is not shown in the table. 


‘) Interaction effect refers to the fact that under a progressive tax system, the revenue impact of all of the measures taken 
together is generally different from the sum of the impact estimates for each individual measure. 
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Major Corporate Income Tax Measures 
Taxation Years 1988-1992 


0 OOOO 


Federal revenue impact 
taxation years 


a 


1988 1989 1990 1991 1992 


ee eee ee Se 


(millions of dollars) 
Base broadening measures 


Reduction in capital cost allowance rate for manufacturing and 


processing equipment 40 290 540 670 670 
Reduction in capital cost allowance rates for other assets 30 80 120 160 210 
Put-into-use rule for depreciation on new assets 0 0 80 170 190 


Adjustments to investment tax credit rates in Atlantic Canada, 


Cape Breton & the Special Investment Tax Credit regions 0 50 50 50 60 
Limitation on investment tax credit claims for large corporations 

to one-half of tax otherwise payable 80 80 70 70 60 
Elimination of refundability of unused tax credits for large 

companies, and indefinite extension for small companies 100 (10) (10) (10) (10) 
Phase-out of earned depletion allowance 10 30 80 100 110 
Removal of tax for buildings claimed as R&D 20 20 20 20 30 
Capitalization of real estate interest expenses and soft costs 10 20 30 50 70 


Capitalization of expenses of issuing shares, bonds, trust and 
partnership units 50 40 30 20 10 


Reduction of tax deduction for doubtful debts reserves for 
financial institutions and elimination of special reserve 


deductions for banks 60 70 80 90 110 
Transitional impact of changes with respect to reserves of 

financial institutions 0 140 240 240 330 
Changes relating to the tax treatment of insurance corporations 150 200 240 280 330 
Introduction of life insurance investment income tax 50 100 160 230 300 


Implementation of new anti-avoidance measures and imposition 


of tax on preferred share issues by non-taxable companies 410 440 490 470 430 
Increase in inclusion rate for capital gains 90 180 290 340 390 
Reduced deduction for meals and entertainment expenses 100 110 120 130 160 
Total base broadening measures 1,200 1,840 2,630 3,080 3,450 
Changes in statutory corporate tax rates -730 —1,430 —1,440 —1,690 —1,870 
To 
Net federal revenue impact of corporate tax reform 470 410 1,190 1,390 1,580 


a 
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Chapter 5: Detailed Description of Measures 


A. Measures Affecting Individuals 
1. Personal Tax Rate Reductions 


The personal income tax structure will be changed significantly under tax reform, 
with major reductions in marginal rates. 


The new rate structure for 1988 will be: 


Taxable income” Federal marginal tax rate* 
up to $27,500 17% 
$27,501 — $55,000 26% 
$55,001 and over 29% 


* These rates apply to the portion of an individual’s income that falls in these income ranges. 


The existing rate structure has 10 tax brackets with federal rates for 1987 ranging 
from 6 per cent for the first $1,318 of taxable income and 16 per cent on the next 
$1,318, rising to 34 per cent for taxable income of $63,347 or more, as shown 
below. Taking provincial taxes into account, the top marginal tax rate in Canada 
now averages some 53 per cent. 


The changes enable the government to meet a number of its important economic 
and social objectives. Marginal tax rates will be lowered for most Canadians, to 
allow them to keep more of each additional dollar they earn. Lower marginal tax 
rates provide an increased incentive to earn additional income and thereby 
encourage investment and business activity. In addition to a new tax rate schedule, 
personal exemptions and a number of other important deductions are being 
converted to tax credits, which will be set at levels that more than compensate for 
the increase in the lowest marginal tax rate. 


More resources are directed to lower-income taxpayers as the value of the basic 
personal credit, age credit and married and disability credits (described below) 
will all be set at levels that more than compensate for the increase in the lowest 


ee 
(4) Taxable income under the current system does not compare directly to taxable income under the reformed 


system as personal exemptions and certain deductions, which previously reduced taxable income, are 
converted into tax credits which reduce tax directly. 
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1987 Rates of Federal Income Tax 


Taxable Income Marginal Tax Rate 
(dollars) (per cent) 
1,318 or less 6 
1,319 to 2,638 16 
2,639 to 5,278 17 
5,279 to 7,917 18 
7,918 to 13,196 19 
13,197 to 18,475 20 
18,476 to 23,754 zs 
23,755 to 36,951 25 
36,952 to 63,346 30 
63,347 and over 34 


marginal tax rate to 17 per cent. As a result, the conversion to credits, when 
combined with the new rate structure, will mean that an additional 850,000 
lower-income individuals will not have to pay federal income tax. 


Some 66 per cent of taxpayers will be in the 17-per-cent tax bracket, 29 per cent 
will be in the 26-per-cent tax bracket and 5 per cent in the 29-per-cent tax 
bracket. 


When the provincial tax rates are taken into account (averaging 55 per cent of 
federal basic tax), the combined federal-provincial rate will be approximately 

26 per cent below $27,500 of taxable income, rising to approximately 45 per cent 
above $55,000 of taxable income. 


The 3-per-cent federal surtax on personal income tax will remain in place pending 
implementation of sales tax reform. It is not included in the tax rates described 
above. 


2. Conversion of Personal Exemptions to Credits 
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A central feature of the personal income tax reform will be the conversion of the 
personal exemptions into personal tax credits. Tax credits provide the same 
reduction of tax to all taxpayers, regardless of their level of income. Since the 
personal tax credit amounts are being struck at levels that more than compensate 
for the value of personal exemptions for lower-income individuals, such individuals 
and many middle-income individuals with large personal exemptions will benefit 
significantly from the conversion. 


All the new credits are federal credits, and form part of the computation of the 
basic federal tax on which provincial tax is generally computed. The credits will 
thus automatically reduce provincial tax in the nine provinces that have tax 
collection agreements with the federal government. As well, these new credits will 


‘S) See footnote on preceding page. 


reduce the tax payable on which the surtax is calculated. The unused portions of 
these credits will not be refundable to individuals who otherwise have no tax to 
pay. The system for transferring unused tax credits to spouses or supporting 
taxpayers is described in the next section. 


The amounts of the new credits for 1988 and a comparison of their value to the 
value of a tax exemption are shown in the following table. The person in respect of 
whom an individual may claim the equivalent to married credit will be restricted 
to the following dependants: a dependant under age 18 related to the individual, a 
parent or grandparent of the individual, and any other person related to the 
individual, who was infirm. 


In the case of the married credit, the equivalent-to-married credit and the credit 
for dependants, the spouse or dependant will be able to report up to $500 in net 


Conversion of Personal Exemptions to Credits 


ee ee ee ee ee eee ee eee ee ee ee —— 


Federal tax value 


of exemption"? Federal tax Approximate 
Estimated for taxpayer value of federal/ 
amount of with income of proposed provincial 
exemption 9 —-—————————__ federal tax value of tax 
Exemptions in 1988 $20,000 $100,000 credit? credit 
Basic 4,270 Is 1,240 1,020 1,580 
Married 3,740 635 1,085 850 1,315 
Equivalent-to-married for 
Dependants under 18 and other 
eligible dependants aged 18 
or over"? 3,740 635 1,085 850 tek Be 
Dependants 
Dependants under 18 388° 65 115 65 100 
Infirm dependants aged 18 and 
over 1,470 250 425 250 385 
Other dependants 18 and over 1,000 170 290 NIL NIL 
Age (65 and over) 2,670 455 775 550 850 
Disability 2,920 495 845 550 850 


eS ee Se SS 


(\) Federal tax savings from exemptions are calculated under post-reform rate structures as the amount of the exemption times 
the marginal tax rate applicable to individuals with incomes of $20,000 and $100,000 who claim standard deductions. 


) The tax credits and rate brackets will be indexed to the annual increase in the consumer price index in excess of 3 per cent 
starting for the 1989 taxation year. 
G) Assumes average federal-provincial tax rate of 55 per cent of federal basic tax. 


() Eligible dependants will be either dependants under age 18 related to the taxpayer, or the taxpayer’s parents or 
grandparents, or any other person who is related to the taxpayer and who is infirm. 

(3) The value of this exemption is being reduced to equal the amount of family allowances in 1989. The new credit has been set 
at a level equal to 17 per cent of the estimated family allowance payable in 1988. The amount in the table is the estimated 
1988 value of family allowances. 
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income before the full value of the credit available to the supporting taxpayer 
begins to be reduced. These credits will be reduced by 17 per cent of net income in 
excess of $500. For example, a taxpayer whose dependent spouse reports net 
income of $1,500 would be able to claim a married credit of $680 (calculated as 
the $850 maximum credit less 17 per cent of $1,000 — the spouse’s net income in 
excess of $500). The conversion of the married exemption to a tax credit will 
remove the disincentive for a dependent spouse to work which now arises through 
the taxation of earnings at the higher marginal tax rate of the supporting spouse, 
as the married exemption is reduced. 


By moving to tax credits, the tax value of the personal exemptions will be reduced 
for high-income earners, since credits reduce tax payable by the same amount, 
regardless of a taxpayer’s income. Each $1,000 of personal exemptions are worth 
more to a person in the top tax bracket than to persons in the lower brackets. 


Since 1986, the personal exemptions and tax bracket limits have been indexed for 
the annual increase in the consumer price index (CPI) in excess of 3 per cent. The 
tax credits and rate brackets will be indexed to the annual increase in the CPI in 
excess of 3 per cent, starting for the 1989 taxation year. In the 1985 budget the 
exemption for dependants under 18 was frozen at its 1985 level of $710 and is 
scheduled to be reduced in steps each year until it equals the level of family 
allowances in 1989. 


The tax reform changes support the objectives of the review of social transfers and 
related tax provisions which the government announced in the February 1986 
budget. In particular, the conversion of personal exemptions to tax credits directs 
more resources to those in need and reduces the after-tax value of benefits going to 
higher-income Canadians, while maintaining universal access to the related 
transfer payments. 


The current child tax credit which will provide benefits of $524 per eligible child 
in 1988 will remain unchanged. This refundable credit is paid in full up toa 
family net income of approximately $24,000 in 1988, and is reduced by 5 per cent 
of family net income in excess of this threshold. 


The new rate structure and the conversion of personal exemptions to tax credits 
will be effective for 1988 and subsequent taxation years. The withholding tables 
for deductions of tax at source on remuneration, pensions and certain other 
payments will be changed on July 1, 1988. The abatement for Quebec residents 
will apply to basic federal tax after deducting the new credits. The existing 
3-per-cent surtax on federal individual income tax will be removed in stage two of 
tax reform when the existing federal sales tax is replaced. 


3. Transferable Deductions Converted Into Credits 


Te 


As part of tax reform it is proposed to convert other deductions into federal tax 
credits. Many of these credits will be set at 17 per cent of the amount deductible 
under the current system. Under the reformed system a 17-per-cent federal tax 
rate will apply to the first $27,500 of taxable income. As a result, a 17-per-cent 


tax credit will provide benefits equivalent to a deduction for taxpayers with 
taxable incomes at or below $27,500. At the same time the proposal limits the tax 
benefits for those at higher income levels. 


(a) Pension Income and Age Credits 


As part of the conversion of certain deductions into tax credits, the $1,000 pension 
income deduction will be replaced by a federal tax credit of 17 per cent of eligible 
pension income up to a maximum credit of $170. In addition, the age deduction 
will be converted to a credit of $550. These credits will not be refundable toa 
taxpayer, but the unused portion will be transferable to the taxpayer’s spouse. 


The pension income and age credits will come into effect for the 1988 and 
subsequent taxation years. 


Under present law, individuals may deduct up to $1,000 of eligible pension income 
in computing taxable income and individuals 65 and over may claim an additional 
deduction. 


For taxpayers 65 years of age or over, eligible pension income includes annuity 
payments under a superannuation or pension fund, a registered retirement savings 
plan, a deferred profit sharing plan and payments under a registered retirement 
income fund, and amounts included in income in respect of certain other annuities. 
Eligible pension income does not include payments under the Old Age Security 
Act, the guaranteed income supplement or payments under the Canada or Quebec 
Pension Plans. 


For individuals under 65 years of age, eligible pension income includes annuity 
payments under a superannuation or pension plan and certain other payments 
received as a result of the death of the taxpayer’s spouse. 


The conversion from a deduction to a tax credit provides the same reduction in tax 
per dollar of eligible pension income for all taxable pensioners, regardless of their 
income level. 


It is estimated that nearly 80 per cent of the approximately 1.4 million individuals 
who will claim the pension income tax credit in 1988 will receive tax benefits at 
least as large as those provided by the tax deduction. 


(b) Tuition Fees and Education Credits 


The current deduction for tuition fees will be replaced by a federal tax credit of 
17 per cent of tuition fees paid in a calendar year. The credit will apply to tuition 
fees currently eligible for the tax deduction, with the exception of fees paid to 
attend a primary school, high school or other secondary school. 


As well, the present education deduction of $50 per month will be replaced by a 
federal tax credit of $10 per month for full-time students attending a designated 


BB 
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educational institution. The current rules linking the deduction to a qualifying 
educational program will be maintained. 


The credits will not be refundable to the student, but part of the unused portion of 
the combined tuition fee and education credits may be transferred to the student’s 
spouse or a supporting person who is the student’s parent or grandparent. The 
transferable portion will be the amount by which the combined credits (maximum 
$600) exceed the credit necessary to reduce the student’s tax payable to zero. If a 
student is not taxable, the maximum transfer is $600. If a student claims $600 or 
more of such credits, no amount can be transferred (see example in the section on 
Transfers of Credits below). Assuming a child spends eight months in attendance 
at a post-secondary institution and so earns an $80 education credit, the $600 
transfer will cover about $3,000 of tuition fees. 


The changes will apply to the 1988 and subsequent taxation years. For the purpose 
of the new credit, the portion of tuition fees paid in 1987 that relate to courses 
taken in 1988 and that are not deducted in 1987 will be treated as having been 
paid in 1988. 


Currently, tuition fees eligible for the deduction include fees for students enrolled 
in courses at a Canadian college or university, or at an institution certified by the 
Minister of Employment and Immigration as providing courses that furnish 
occupational skills, and to tuition fees for students enrolled full-time in degree 
programs at universities outside Canada. Eligible tuition for a primary or 
secondary school also now qualifies for a deduction. To be eligible, the tuition fee 
paid to each institution must exceed $100. 


Under current law, tuition fees are deductible only by the student, and any unused 
portion may not be transferred to a supporting person. The transferability of the 
credit recognizes that tuition and education costs are frequently borne by the 
student’s spouse, parent or grandparent. The new tax credit provides equivalent 
tax treatment to all students regardless of their level of income or that of the 
supporting person to whom the unused portion of the credit may be transferred. It 
is expected that approximately one million individuals will claim the tuition fee 
credit in 1988. The transferability of this credit means that tax assistance will be 
provided for a greater portion of tuition fees at the post-secondary level. It is 
expected that 600,000 full-time students will claim the education credit in 1988. 
For the vast majority of full-time students, the $10 per month education credit will 
provide tax assistance equivalent to the current deduction. 


(c) Disability Credit 


The special tax treatment of disabled persons has long been an integral part of the 
tax system. The special deduction for disabled persons will be replaced by a 
federal tax credit of $550 starting in 1988. The current requirement for 
certification of disability by a physician will be retained. The disability tax credit 
is not refundable to the taxpayer but the unused portion will be transferable to the 
disabled person’s spouse or supporting parent or grandparent. The amount of the 


credit will be increased by the annual increase in the consumer price index in 
excess of 3 per cent for the 1989 and subsequent taxation years. 


The present law provides a deduction of $2,890 in 1987 for disabled persons whose 
impairment has markedly restricted or is expected to restrict their activities of 
daily living for a continuous period of at least 12 months. A claim for the 
disability deduction must be supported by a physician’s certificate attesting to the 
nature and extent of the impairment. The amount of the disability deduction was 
recently increased and the deduction was extended to a much larger segment of 
the population. As a result, the tax assistance now benefits approximately 250,000 
persons. 


(d) Transfers of Credits 


It is proposed that the unused portion of a number of credits be transferable. 


These credits are: 


Transferable to 


Age credit Spouse 
Pension income credit Spouse 
Disability credit Spouse or supporting 
parent or grandparent 
Tuition and education Spouse or supporting 
credits (maximum $600) parent or grandparent 


oo 


All of these credits are transferable to a taxpayer’s spouse. The amount of federal 
credits transferable to a supporting spouse will be reduced by 17 per cent of the 
net income of the transferring spouse that exceeds $6,000. The amount of $6,000 
represents the point at which the tax on the net income of the spouse equals the 
basic personal tax credit for a single person. This allows the transfer of the credits 
that could not be used by the transferring spouse. The new transfer mechanism 
will be effective for the 1988 and subsequent taxation years. 


Transfers to a parent or grandparent are also permitted in the case of the unused 
disability, tuition and education credits. Where such credits are transferred, the 
transferable amount will also be calculated by reducing the maximum amounts by 
17 per cent of the net income of the child or grandchild in excess of $6,000. 
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This example shows how the transfer is calculated at various net income levels. 


Net income of spouse $6,000 $10,000 $20,000 
Transferable credits (maximum) 

Age credit $ 550 

Disability credit 550 

Tuition and education credit 600 

Pension credit 170 


1,870 1,870 1,870 1,870 


Less: 17% of spouse’s net income 
in excess of $6,000 _ 680 2,380 


Allowable transfer $1,870 $1,190 Nil 


4. Other Credits 
(a) Sales Tax Credit 


The federal sales tax credit will be increased from the current level of $50 per 
adult to $70 per adult. The credit for each dependent child under 18 will increase 
by $10 to $35. The credit is refundable and will continue to be payable in full to 
recipients whose family net income is $16,000 or less. It will be reduced by 

5 per cent of family net income in excess of $16,000. The increases in this credit 
will apply to the 1988 and subsequent taxation years. 


A family of four, including two children under 18, will receive a maximum credit 
of $210 as compared to $150 under the existing system. Since the credit is reduced 
by 5 per cent of family net income in excess of $16,000, the credit for this family 
would be reduced to nil at $20,200 of family net income. The credit is claimable 
by either spouse in the family. The table below shows credit levels for various 
families and individuals and the income levels where the credit is phased out. 


Sales Tax Credit for 1988 


Family net income 
level above which 


Maximum credit is no 
credit longer payable 
Married couple with two children under 18 $210 $20,200 
Single parent and two children under 18 $140 $18,800 
Married couple, no children $140 $18,800 
Single individual 18 and over $ 70 $17,400 
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When the reform of the federal sales tax is implemented, the sales tax credit will 
be further increased and extended. 


(b) Medical Expense Credit 


The medical expense deduction will be replaced by a non-refundable federal tax 
credit of 17 per cent of allowable medical expenses, starting in the 1988 taxation 
year. As under the current law, the credit will apply to qualifying medical 
expenses that exceed 3 per cent of a taxpayer’s net income. 


The present law allows an individual to deduct allowable medical expenses in 
excess of 3 per cent of net income that are incurred in any 12-month period ending 
in the taxation year. Taxpayers may claim their own expenses and those of a 
spouse or dependants. It is estimated that over 500,000 filers will claim the 
medical expense credit in 1988. 


A deduction rather than a credit for medical expenses gives a greater tax benefit 
to individuals in higher income groups. Converting the deduction to a 17-per-cent 
credit ensures that all taxpayers receive the same level of tax assistance for eligible 
medical expenses above the 3-per-cent income threshold. For the two-thirds of 
individuals with taxable incomes up to $27,500, the credit for medical expenses 
provides the same benefit as would a tax deduction. 


(c) Credits for Charitable Contributions 


The current deductions provided to individuals for charitable contributions, gifts 
to the Crown and gifts of cultural property to institutions will be replaced by a 
two-tier non-refundable federal tax credit. Effective for 1988 and subsequent 
years, a 17-per-cent federal tax credit will be provided for the first $250 of the 
amount of such gifts made in a year and a 29-per-cent federal credit for the 
balance in excess of this threshold. The rules relating to tax deductions for gifts by 
corporations remain unchanged. 


The maximum charitable contributions in a year that are eligible for the two-tier 
credit cannot exceed 20 per cent of a taxpayer’s net income (but with no limit for 
gifts to the Crown or gifts of cultural property). Gifts not claimed for credit in a 
year may be carried forward for up to five years. When a gift is carried over toa 
later year, in determining the amount of tax credit that applies, the gift will be 
treated as if it were made in the later year and added to other gifts actually made 
in that year. The new credit will also apply to gifts carried over from 1987 and 
prior years. 


The change links the tax benefit to the level of giving rather than to the income 
level of the individual. It is estimated that over 4.3 million individuals will make 
charitable donations in 1988. The change will benefit the many lower- and middle- 
income filers who donate more than $250 in a year, thus creating an incentive for 
greater charitable giving. 


77 


(d) Credit for CPP/QPP and UI Contributions 


The deduction for the employee portion of Canada and Quebec Pension Plan 
(CPP/QPP) contributions and unemployment insurance (UI) premiums will be 
changed to a non-refundable federal tax credit of 17 per cent of contributions and 
premiums for all employees and self-employed persons. The employer portion of 
the CPP or UI payments, including that of self-employed individuals on their own 
behalf, will continue to be treated as a deduction. 


The change will apply to the 1988 and subsequent taxation years. 


Under current law, required CPP/QPP and UI contributions are fully deductible 
in computing net income. In 1987, the first $2,500 of an employee’s annual 
earnings are exempt from CPP contributions. On earnings above this amount, the 
employee contributes 1.9 per cent of salary up to the maximum yearly ceiling and 
the employer contributes a matching amount, which is also deductible. The 
employee’s UI premium is set for the year at 2.35 per cent of insurable earnings 
up to the maximum premium for the year. CPP/QPP pensions and unemployment 
insurance benefits are fully taxable to recipients. 


The current deduction for CPP/QPP and UI payments means that the after-tax 
cost of these programs to higher-income individuals is less than for lower-income 
individuals. Moving to a tax credit provides for the same after-tax cost per dollar 
of contributions and premiums regardless of the employee’s income. Since the 
basic federal tax rate will be 17 per cent for individuals with taxable income up to 
$27,500, the 17-per-cent credit provides the same benefits as would a deduction 
for those individuals. However, the tax credit reduces the tax assistance available 
to individuals above this income level. 


5. Broadening the Tax Base 
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(a) Capital Gains of Individuals 


As part of the thrust to broaden the tax base, and as a result of the provision of 
new incentives through reduced tax rates, three major changes are proposed to the 
tax treatment of capital gains: 


e The maximum lifetime capital gains exemption will be limited to $100,000 
for all property other than qualified farm property and shares of small 
business corporations. 


e The proportion of a gain to be included in a taxpayer’s income will be 
increased from one-half to two-thirds in 1988 and to three-quarters in 1990. 


e¢ The amount of capital gains eligible for the exemption will be reduced by 
cumulative net investment losses, as defined below, claimed after 1987. This 
change does not affect the total amount of an exemption available to a person 
over his or her lifetime. 


(i) Limits on Lifetime Capital Gains Exemption 


The capital gains exemption will be limited to $100,000 of cumulative net capital 
gains arising on dispositions of all capital property other than qualified farm 
property and shares of small business corporations, which will be eligible for a 
lifetime exemption of $500,000. The effect of this change is to maintain the 1987 
level of the exemption for all property except shares of small business 
corporations. The cumulative exemption for shares of small business corporations 
will be increased to $500,000 at the beginning of 1988. However, an individual 
claiming the exemption for a $500,000 gain on either qualified farm property or 
shares of a small business corporation, or a combination of both, will not be 
eligible to claim up to a further $100,000 on other property. 


Small Business Corporations: A capital gain on the disposition of a share of a small 
business corporation will be eligible for the $500,000 exemption only where the 
corporation is a small business corporation at the time of disposition and the 
shares were not held by anyone other than the taxpayer or persons related to him 
or her throughout the immediately preceding 24 months. A small business 
corporation is generally defined as a Canadian-controlled private corporation 
(CCPC) that uses all or substantially all of its assets in an active business carried 
on primarily in Canada, and includes CCPCs whose assets are shares in operating 
companies who themselves qualify as small business corporations. 


Qualified Farm Property: The existing definition of qualified farm property will 
remain unchanged except with respect to farmland and buildings acquired after 
June 17, 1987 otherwise than pursuant to an agreement in writing entered into on 
or before that date. Qualified farm property will not include real property 
acquired after that date unless it was owned by the taxpayer, or the taxpayer’s 
spouse or children for at least 24 months immediately before its disposition and: 


e inat least two calendar years, the gross revenues for a fiscal period ending in 
the year of the taxpayer, or the taxpayer’s spouse or children, from the 
farming business in which the real property was used exceeded that person’s 
net income from all other sources in the year, or 


¢ throughout any 24-month period, it was used by a family farm partnership or 
family farm corporation of the taxpayer or the taxpayer’s spouse or children 
in the course of carrying on the business of farming in Canada. 


(ii) Capital Gain Inclusion Rate 


The proportion of a capital gain or loss required to be included in computing an 
individual’s taxable capital gain or allowable capital loss will be increased from 
one-half to two-thirds for gains and losses included in computing income after 
1987 and to three-quarters for such gains and losses after 1989. Appropriate 
adjustments will be made to the amount of net capital losses available for 
carry-over to other years to reflect these changes in the inclusion rates. 
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For individuals these changes mean that the top federal tax rate on capital gains 
above the lifetime exemption will increase from approximately 17 per cent in 1987 
to approximately 19 per cent in 1988 and 22 per cent in 1990. The federal/provin- 
cial tax rates on capital gains will be higher, and will vary from province to 
province depending on the provincial tax rate. 


Capital gains reserves from prior years in respect of properties disposed of after 
1984, which are included in income after 1987, will qualify for the capital gains 
exemption in the year of inclusion since the exemption is no longer being 
phased in. 


As a consequence of increasing the portion of capital gains that are taxed, the 
special deductions designed to provide capital gains treatment for stock option 
benefits, employer shares received from a deferred profit-sharing plan, and shares 
provided to prospectors and grubstakers will be reduced from one-half to one-third 
after 1987 and to one-quarter after 1989. 


(iii) Investment Losses 


Currently an individual is able to claim a capital gains exemption only in respect 
of that portion of cumulative net taxable capital gains that exceed cumulative net 
capital losses claimed, cumulative allowable business investment losses (ABILs) 
realized and cumulative exemptions claimed. It is proposed that after 1987 net 
taxable capital gains eligible for the exemption be reduced in respect of other 
investment losses deducted by the taxpayer in computing income for tax purposes. 
The adjustment in respect of investment losses would be calculated on a 
cumulative basis. For the majority of individuals who do not claim any deduction 
in respect of net capital losses or who have not realized ABILs, net taxable capital 
gains of an individual in a year after 1987 will be eligible for the exemption only to 
the extent they exceed the individual’s cumulative net investment loss after 1987. 


For the purposes of these rules, an individual’s cumulative net investment loss at 
the end of a year is the amount by which the individual’s investment expenses for 
the year and prior years commencing after 1987 exceed his or her investment 
income for those years. An individual’s investment expenses for a year will consist 
of the following items that are deducted in computing his or her income for the 
year: 


e deductions, including interest, with respect to property that will yield interest, 
dividends, rent or other income from property; 


* carrying charges, including interest, with respect to an interest in, or a 
contribution to, a limited partnership or any other partnership or 
co-ownership arrangement where the individual is not actively engaged 
in the business; 


e the individual’s share of a loss of any partnership or co-ownership 
arrangement described above; 


e the individual’s share of deductions attributed to a resource flow-through 
share or relating to Canadian exploration and other resource expenses of a 
partnership or co-ownership arrangement where the individual is not actively 
engaged in the business; 


e any loss for the year from the renting or leasing of real property owned by the 
individual or a partnership, not otherwise included in investment expenses. 


An individual’s investment income for a year will consist of the following items 
that are included in computing income for the year: 


e interest, taxable dividends and other income from property; 


e the individual’s share of the income from a limited partnership or any other 
partnership or co-ownership arrangement where the individual is not actively 
engaged in the business; and 


e income for the year from the renting or leasing of real property owned by the 
individual or a partnership not otherwise included. 


The operation of the restriction is illustrated in the following example: 


Assume that a taxpayer’s only investment involved the borrowing of $10,000 
on January 1, 1988 to acquire 100 shares of a public corporation, that the 
annual interest expense on the loan is $1,000, and that the shares pay no 
dividends. Assume further that the shares are sold by the taxpayer at the end 
of 1989 and the taxpayer realizes a capital gain of $12,000, of which $8,000 
is a taxable capital gain (two-thirds of $12,000). Ignoring any other tax items 
for the taxpayer, the maximum capital gains exemption that could be 
claimed in 1989 would be $6,000 — that is, $8,000 of taxable capital gain less 
the cumulative net investment loss at the end of 1989 of $2,000 (two years of 
interest expenses). 


(iv) Background 


The lifetime capital gains exemption was introduced in 1985. It provides a 
$500,000 lifetime capital gains exemption limit for individuals resident in Canada 
throughout the year. For gains on qualified farm property, the full $500,000 
lifetime capital gains exemption limit commenced in 1985. For gains on all other 
capital property, the $500,000 lifetime exemption limit was to be phased in over 
six years and was scheduled to reach the $500,000 level in 1990. The exemption 
for 1987 is $100,000 of cumulative capital gains. One-half of capital gains net of 
capital losses in excess of the exemption limit are currently included in income. 


(b) Investment Income Deduction 


The $1,000 interest and dividend income deduction will be eliminated, effective 
for the 1988 and subsequent taxation years. 
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Under the existing law, individuals may claim a deduction of up to $1,000 of 
eligible interest or dividend income (net of interest charges) in computing taxable 
income. The unused portion of the deduction may be transferred to the 
taxpayer’s spouse. 


(c) Pension and RRSP Changes 


It is proposed to alter the phase-in of the new limits on tax-assisted retirement 
saving announced on October 9, 1986 as follows: 


e Except for the treatment of retirement compensation arrangements and 
additional voluntary contributions to pension plans, the implementation of the 
new system will be postponed from 1988 to 1989, and 


e The dollar limits on deductible contributions to money-purchase registered 
pension plans (RPPs), registered retirement savings plans (RRSPs), and 
deferred profit sharing plans (DPSPs) will increase more slowly than was 
previously announced. 


Beginning in 1995, the pension limit and limits on tax-deductible contributions 
will be indexed to growth in average wages. 


The annual dollar limits on contributions to money-purchase pension plans and 
RRSPs under the proposals announced in October 1986 and under tax reform are 
shown below. Under the new system, the dollar limits on DPSP contributions will 
be one-half of the limit on money-purchase pension contributions. 


The basic objectives of the new system of pension and RRSP limits remain 
unchanged — to provide greater flexibility for retirement saving and comparable 
levels of tax assistance for those saving through different types of plans. 


Dollar Limits on Tax-Assisted Retirement Savings 


Year 


1987 
1988 
1989 
1990 
Loe 
oe 2 
1993 
1994 
1995 


Previous proposal New proposal 
RPP RRSP RPP RRSP 
$ 7,000 $ 7,500 $ 7,000 $ 7,500 
11,500 9,500 7,000 7,500 
13,500 11,500 10,500 8,500 
15,500 13,500 11,500 10,500 
15,500 12,500 11,500 
13,500 12,500 
14,500 13,500 
15,500 14,500 
indexed 15,500 


Note: The RPP amounts are for money-purchase plans. There is no limit on required contributions to defined benefit RPPs 
since there are limits on the size of the tax-assisted pension benefits such a plan can provide. 
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(d) Automobile Expenses 


Several changes are proposed for deductions relating to the business use of motor 
vehicles. New rules will apply to “passenger vehicles’’, as defined below. 


Under these new rules: 


e Only the first $20,000 of the cost of a passenger vehicle will be eligible for 
capital cost allowance. 


e An equivalent reduction will apply for deductibility of lease payments in 
respect of a passenger vehicle worth more than $20,000 at the time the lease 
was entered into. 


e The maximum deduction for carrying charges on money borrowed to 
purchase a passenger vehicle will be $250 for each month during which the 
loan is outstanding. 


Where a motor vehicle, including a passenger vehicle, is used by an individual in a 
year at least 90 per cent in the course of business or employment (measured by 
distance travelled), the existing rules, including the half-year rule, will continue to 
apply for depreciation purposes, subject to the limitations described above where 
the vehicle qualifies as a passenger vehicle. Under these rules, the claim for capital 
cost allowance and other expenses relating to the vehicle will continue to be 
determined by reference to the portion of business use of the vehicle. 


Where an employee-provided motor vehicle, or a motor vehicle used by a self- 
employed person, including a passenger vehicle, is used less than 90 per cent in the 
course of employment or business (measured by distance travelled), the following 
rules will apply for the year: 


e Capital cost allowance (CCA) may not exceed one-fifth of the maximum 
allowance (at a 30-per-cent write-off rate) for the vehicle, computed without 
reference to the half-year rule (see example below). 


e The maximum deduction for leasing costs and interest on money borrowed to 
acquire a vehicle will be restricted to one-fifth of the amount otherwise 
claimable. 


e Fuel, maintenance and repair costs for the vehicle, prorated on the proportion 
of business use, will continue to be deductible. 


e Ordinary charges for insurance and licensing of the vehicle, and parking at 
the regular place of business of the employer or self-employed individual, will 
not be deductible. Additional insurance premiums for commercial coverage 
will be deductible. 


e Capital cost allowance will be calculated separately for each vehicle, and not 
on a pooled basis. There will be no recapture of depreciation or terminal loss 
on the disposition of a vehicle to which these rules apply. 
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e Where the car is used less than 20 per cent for business use, the deduction for 
capital cost allowances, leasing costs and interest expenses will be prorated 
based on actual business use. 


e Anemployee will be eligible to claim capital cost allowance and automobile 
expenses only where a prescribed form signed by the employer is filed with 
the employee’s tax return confirming that the vehicle is required to be used in 
performing the duties of employment and that the employee is not 
reimbursed for such expenses. This requirement conforms with Revenue 
Canada’s existing administrative practice. 


Reimbursements by an employer of allowable expenses or a reasonable allowance 
based on distance travelled, will continue to be excluded from an employee’s 
income. However, a reimbursement by an employer of the costs of insurance or 
licences for the vehicle, and of the costs of parking at the employer’s place of 
business, will be required to be included in the employee’s income. Under the new 
rules, these costs would not be deductible by the employee. 


Where an employer-owned motor vehicle is provided to an employee, the following 
changes will be introduced: 


e The reduction in the basic automobile standby charge where personal use of 
the vehicle is less than 1,000 kilometers per month will no longer be 
permitted. The standby charge is the amount added to the employee’s income 
to reflect the availability of the vehicle for personal use. 


e The election to include in income an additional one-half of the standby 
charge for employer-paid operating expenses for the vehicle, in lieu of 
itemizing those expenses, will only be available where the automobile is used 
at least 50 per cent for business purposes. 


The $20,000 maximum capital cost of passenger vehicles for CCA purposes and 
the related limits on the deduction for interest and lease payments will come into 
effect for all passenger vehicles purchased or leased after June 17, 1987, but will 
apply only for the purposes of computing income for fiscal periods ending after 
1987. 


All other changes become effective for fiscal periods commencing after 
June 17, 1987 and ending after 1987. 


The new rules recognize that the additional business costs of an automobile that is 
also used for personal purposes are significantly lower than the level of deductions 
allowed under current law. In many cases, the current system effectively provides 
a tax deduction for expenses that would have been incurred in the normal course 
of purchasing and maintaining an automobile for personal use. 


As part of the broadening of the tax base and to support lower personal income 
tax rates, the new rules restrict claims for the business use of automobiles in those 
situations where there is significant personal use. They also limit the CCA claim 
and deductions for leasing and financing charges on higher-priced vehicles. 


The following example illustrates the rule for calculating the capital cost 
allowance where the business use of a passenger vehicle is less than 90 per cent 
(but more than 20 per cent), determined on the basis of distance travelled. 


Year 1 
Original cost of car $30,000 $15,000 
1. Maximum cost of vehicle for CCA purposes: 20,000 15,000 
2. Maximum CCA claim (30%): 6,000 4,500 
3. Deductible CCA claim (1/5 of maximum) 1,200 900 
4. UCC% at the end of Year | 

(line 1 minus line 2) 14,000 10,500 
Year 2 
3. “UCE™olVenicle 14,000 10,500 
6. Maximum CCA claim (30%) 4,200 3,150 
7. Deductible CCA claim (1/5 of maximum) 840 630 
&. ,WCCHarthe tnd ‘of Year? 

(line 5 minus line 6) $9,800 $7,350 


* UCC stands for undepreciated capital cost and is generally the original capital cost less capital cost allowance previously 


claimed. 


A “passenger vehicle” will generally include automobiles, station wagons and 
passenger vans designed to carry not more than nine persons and intended for use 
primarily on highways and streets. It will not include an ambulance, an 
automobile acquired primarily for use as a bus or taxi or in connection with 
funerals or a limousine or automobile acquired for hire in the course of a rental or 
leasing business. 


Under present law, self-employed persons using an automobile for business 
purposes and certain employees who are entitled to claim travelling expenses may 
deduct automobile expenses, including interest charges and capital cost allowance. 
If any personal use is made of the vehicle, the claim for CCA and other expenses 
is computed on the portion of business use, generally on the basis of that 
proportion of the distance travelled that the business use of the automobile is of its 
total use. 


Where an employer provides an employee with an automobile that is used for 
business purposes, the law currently requires the employee to include a standby 
charge. This charge is calculated on the basis of the time that the automobile is 
made available to the employee for personal use, whether or not the vehicle is 
actually used during that time. Generally, the standby charge is calculated as 

2 per cent per month of the original cost of the automobile, or two-thirds of the 
lease costs in the case of a leased car, for every 30-day period during which the 
employee had the use of the car. 


Under the existing rules, an employee is also required to include in income any 
personal operating costs of the automobile paid by the employer. Alternatively, 
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this benefit may be determined by a simple rule which attributes one-half of the 
standby charge as the amount of the taxable benefit. The employee can deduct 
from this benefit any amounts reimbursed to the employer on account of the 
personal use of the vehicle. 


(e) Business Meals and Entertainment Expenses 


As part of broadening the tax base to permit lower tax rates, the deduction for 
business meals (including food and beverages) and entertainment expenses (such 
as accommodation at a resort and tickets for the theatre, a concert, athletic event 
or other performance) will be limited to 80 per cent of their cost. The limitation 
will also apply to gratuities, cover charges, room rentals at a hotel or resort to 
provide entertainment, and costs of private boxes at sports facilities. As well, it 
will apply to the cost of meals while travelling or attending a convention, 
conference, seminar, or similar function. To the extent that a taxpayer is 
reimbursed for the business meal or entertainment, the 80-per-cent limitation will 
apply to the person who makes the reimbursement. 


The 80-per-cent limitation on business meals and entertainment expenses will not 
apply to: 


e the cost of meals or recreational events provided by an employer for the 
general benefit of employees (other than the direct operating cost to an 
employer of providing free or subsidized meals in a facility which is not 
accessible to employees generally); 


e the cost to a restaurant, hotel or airline of providing meals to customers in the 
ordinary course of business; 


e the cost of meals and entertainment to the extent that such costs are included 
as a taxable benefit to the employees or the employer is reimbursed for the 
costs; or 


e¢ meals or entertainment expenses relating to an event where the primary 
purpose is to benefit a registered charity. 


The measure will apply for expenses incurred after 1987. 


Background 


Business meals and entertainment involve an element of personal consumption and 
therefore some part of their cost can properly be characterized as a personal 
expense that should not be deductible. While it is difficult to ascertain what 
portion of the cost of meals and entertainment represents personal consumption, it 
is clear that a full deduction for such expenses simply because they are undertaken 
in the course of business allows the write-off of some part of expenses that are of a 
personal nature. Many countries have limited the deductibility of meals and 
entertainment expenses. For example, similar restrictions currently apply in the 
United Kingdom, Australia and the United States. 


These new rules will not alter the existing provisions requiring employer-provided 
benefits to employees to be included in computing the employee’s income. 


The limitation proposed on the deductibility of business meals and entertainment 
expenses recognizes the personal consumption benefit that is derived in this 
regard, and disallows 20 per cent of the cost of such meals and expenses as a 
personal expenditure. It supports the broadening of the personal tax base and the 
lowering of tax rates. 


As the combined federal and provincial top rates of tax for individuals and 
corporations will be approximately 40 to 45 per cent, this change will add 
approximately $8 to $9 for each $100 of meal and entertainment expenses, for 
those affected. 


(f) ‘Home Office” Expenses for Self-Employed Persons 


As part of the broadening of the tax base to permit lower tax rates, it is proposed 
to limit the deduction to a taxpayer for costs related to an office or other place of 
business (“‘a home office’’) in the home where the taxpayer resides. A 
self-employed person will be allowed to claim a prorated portion of expenses (such 
as rent, capital cost allowances and mortgage interest or operating costs such as 
heating, electricity or insurance) relating to his or her home office only if the 
space is used exclusively on a regular and continuous basis for the purpose of 
earning business income. To qualify, the home office must also either be the 
taxpayer’s principal place of business, or be used on a regular basis for meeting 
clients, customers or patients. In addition, home office expenses incurred in a year 
will be deductible only up to the income for the year from the business for which 
the office is used. Deductions disallowed in one year by virtue of this provision will 
be treated as home office expenses incurred in the subsequent year. The new rules 
will apply for fiscal periods commencing after 1987. 


Background 


Under present law, self-employed persons may deduct from business income all 
expenses related to a home office that is used for business purposes. Expenses that 
are now deductible include rent, capital cost allowances, mortgage interest, 
property taxes, insurance charges, maintenance, repair and utility costs and 
capital cost allowance on furnishings and equipment attributable to the business. 
The existing law thus allows a deduction for home office expenses in those 
circumstances where the use of the home office may not be required for the 
conduct of the business, but rather is incidental to the business activity. 


The new rules limit the deduction for expenses relating to a home office to those 
circumstances where maintaining a place of business in the home is necessary for 
the conduct of the business. The new rules seek to separate business costs from 
those costs that would have been incurred in any event in the normal course of 
maintaining a home. 
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Some examples of the application of the proposals for deductions for home office 
expenses are given below. 


e Lawyers, accountants, doctors and other professionals who have their 
principal offices outside of their homes will not be able to claim any expenses 
in respect of a home office unless they use the office exclusively for business 
purposes and regularly meet clients, customers or patients in the office. 


e A university professor who has a consulting practice operated exclusively out 
of a home office devoted to the practice will be able to claim home office 
expenses. So will a life insurance salesperson who conducts business from a 
part of the home dedicated exclusively to the business. In both cases, the 
home office expense deduction can be claimed to the extent of the income 
from the business. 


e A person who lives in the building in which he or she operates a grocery store, 
a barber shop or a bed and breakfast business will be able to claim all 
currently allowable expenses to the extent of the income from that business. 


(g) Employment Expense Deduction 


The existing law denies a deduction for most employment expenses, but allows 
most employees to claim a deduction of 20 per cent of employment income up to a 
limit of $500. It is proposed to eliminate this employment expense deduction. For 
most taxpayers the level of the basic personal tax credit ($1,020 in 1988) more 
than compensates for the elimination of the employment expense deduction and 
the basic personal exemption. The elimination of the deduction will apply for the 
1988 and subsequent taxation years. 


(h) Employee-Owned Musical Instruments 


It is proposed to allow employed musicians to claim capital cost allowance (CCA), 
at the rate of 20 per cent on a declining balance basis, on musical instruments that 
they are required to provide as part of their employment. Other expenses relating 
to the maintenance and insurance of such instruments will also be deductible. 
These deductions will be limited to the taxpayer’s income for the year from 
employment as a musician. 


These changes will apply for the 1988 and subsequent taxation years. The basis 
for the write-off will be the original cost of the instrument less any CCA claimed 
previously by the taxpayer. 


Under the present law, CCA and other expenses may not be claimed by employees 
in respect of their musical instruments. 


(i) Treatment of Farm Income and Losses 


Several changes to the treatment of farm income and losses are proposed. They 
will increase the amount of farm losses deductible in a year by part-time farmers 
against other sources of income from $5,000 to $15,000. Objective criteria will be 
introduced to allow most taxpayers to determine, in advance, whether they will be 
considered to be a full-time farmer or a part-time farmer in a year. As well, 
special provisions will be introduced to ensure that start-up farmers will be in a 
position to claim their start-up losses against other sources of income. The 
proposals will maintain the benefit of cash accounting for the purposes of reducing 
positive farm income. These proposals will make the rules applicable to farmers 
more certain in their application. They will limit the possibilities for sheltering 
other income from tax through continual farm losses. 


Cash-Basis Accounting 


Farmers will maintain the benefit of cash accounting for the purposes of reducing 
positive farm income for tax purposes. However, losses will be accounted for on a 
simplified accrual basis. This simplified accrual method will require an adjustment 
to cash-basis accounting in respect of inventories on hand (valued at market or the 
lower of cost or market), prepaid expenses, and the difference between accounts 
receivable and payable at the end of the year. Any cash basis adjustment claimed 
in one year will be included in the following year’s income. 


For farmers, losses computed on this simplified accrual basis will remain fully 
deductible against other income for those farmers who make profits in at least 
three out of seven years and whose gross revenues from farming exceed net income 
from all other sources in at least three out of seven years. Other rules applicable to 
farmers who do not meet these tests are set out below. 


The unclaimed cost of race horses and show animals held at the start of the fiscal 
period in which the modified accounting rules first apply, and the cost of race 
horses and show animals acquired after June 17, 1987 may be written off, but for 
fiscal periods ending after 1987, the maximum annual write-off will be at a 
20-per-cent declining balance rate and any proceeds of disposition of the animal in 
excess of the written-down cost will be fully included in income. 


The modified accounting rules for farmers will become effective for fiscal periods 
commencing after June 17, 1987 and ending after 1987. 


Determining Status of Farm Losses 


The existing rules governing the deductibility of losses from farming operations 
have been difficult to comply with and to administer. Losses from a farming 
operation are not deductible if the taxpayer’s operation cannot be considered a 
business, and for this determination the long-standing legal test has been whether 
there is a reasonable expectation of profit. If this test is not met, the taxpayer’s 
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farming activities are dealt with like any other personal activity or hobby. Such 
losses are not deductible. 


If the farmer’s operation meets this business test, a further distinction is drawn in 
the existing tax rules between full-time and part-time farmers, depending on 
whether the taxpayer’s chief source of income is farming or a combination of 
farming and some other source. Full-time farmers may deduct all their farm losses 
against other income; part-time farmers may only deduct a maximum of $5,000 of 
farming losses against non-farm income. 


As part of tax reform, the following two objective tests are proposed to determine, 
first, whether any farm losses will be deductible against other sources of income 
and, if so, whether the amount deductible will be limited to $15,000. 


Profitability Requirement: Qualifying Farmers 


Losses from farming incurred by a taxpayer in a year in which the taxpayer is not 
a qualifying farmer will not be deductible against income from other sources. For 
this purpose, a taxpayer will be a qualifying farmer in a year if the farm operation 
has earned at least $1 of net farm income (determined on the accrual basis) in at 
least three of the most recent seven years including the year in question. If the 
taxpayer does not satisfy this test he or she is presumed not to be a qualifying 
farmer. Even where this test is not met in a year, the right to qualifying farmer 
status can be established where the taxpayer provides relevant evidence to show 
that, on an ongoing basis, the farm operation will be able to meet this profitability 
requirement. Where the test is not met, accrual-basis farm losses denied under this 
rule will be eligible for a three-year carry-back and a 10-year carry-forward to be 
deducted against any farm income of the taxpayer in those years. 


Gross Revenue Requirement: Full-time Farmers 


The gross revenue requirement will provide an objective test for the purpose of 
determining whether a qualifying farmer is a full-time or part-time farmer. 

A taxpayer who meets the profit test described above will be considered to be a 
full-time farmer in a year if gross revenues from farming are greater than the 
taxpayer’s total net income from all other sources in at least three of the most 
recent seven years, including the year in question. Farm losses incurred in a year 
by a full-time farmer may be deducted against other sources of income in the year, 
or in the carry-over period, without restriction. For the purpose of the gross 
revenue test, farm revenue includes all revenues from the farming business 
(including farm assistance) and includes other ancillary and incidental income 
that pertains to the business. 


Farm losses incurred in a year in which the profit test is met, but the gross revenue 
test is not met, may be deducted against income of the year from other sources to 
a maximum deduction of $15,000 for fiscal periods commencing after 

June 17, 1987 and ending after 1987. Farm losses incurred by the farmer that are 


not deductible in the year incurred as a result of this limit may be carried back for 
up to three years and forward for up to 10 years, io offset farm income in those 
years. 


Start-up Farmers 


Special relief from these rules will be provided for “start-up farmers” who start 
farming operations after June 17, 1987. For such farmers a one-time four-year 
grace period will apply under which they will be considered to have met the gross 
revenue and the profit tests. Therefore, for the first four years of the “start-up” 
operation, full accrual-based losses will be deductible against other sources of 
income. This grace period is applicable where the taxpayer has filed a required 
prescribed form with his or her return for the first fiscal period of the farm 
operation supplying information to the satisfaction of Revenue Canada to show 
that the farm operation has a reasonable expectation of profit on an ongoing basis. 
Start-up status is available where no such claim has previously been made by the 
farmer or, in respect of the same operation, by the farmer’s spouse or any of their 
children, or a family farm partnership or family farm corporation in which any of 
these individuals was a partner or shareholder. 


For start-up farmers eligible for the special four-year grace period, the gross 
revenue test, and the profit test for determining qualified farmer status, will 
commence to apply in the fifth year of the operation. To obtain full loss deductions 
in the fifth year at least one of the first five years of the operation must have met 
the gross revenue and profit tests. The tests must have been met in at least two of 
the first six years. By the seventh year, both tests will be fully phased in. If in one 
of these years the farmer has met the profit test but not the gross revenue test, a 
maximum of $15,000 of losses will be deductible against other income. If the 
profit test is not met, no losses are deductible against non-farm sources of income. 


Transition Rule for Profitability Requirement 


The profit test for determining qualifying farmer status, which depends on farm 
income over a period of previous years, will commence to apply for the 1992 
taxation year with reference to farm income in previous taxation years after 1987. 
In view of the fact that a full seven-year history is not available for the 1992 and 
1993 taxation years, a farmer will be considered to have met the profit test for the 
1992 taxation year if the farm operation had shown a profit in at least one 
previous taxation year after 1987. For the 1993 taxation year, the profit test will 
be considered to have been met where the farm operation had shown a profit in at 
least two of the previous taxation years after 1987. For taxation years after 1993, 
the normal rule which requires a farm profit in at least three of the preceding 
seven years (including the year in question) will apply. 


Until the profit test is satisfied, the existing requirement that no losses may be 
deducted in respect of an operation that does not have a reasonable expectation of 
profit will remain. 
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Transition Rule for Gross Revenue Test 


The gross revenue test will generally apply in the 1988 and subsequent taxation 
years with reference to gross farm revenues in taxation years after 1985. This test 
will be met in 1988 or 1989 if gross farm revenues exceeded net income from other 
sources in at least one of the preceding taxation years after 1985. Farm operations 
that start in 1987 will be considered to have met the test in 1986. For 1990 and 
1991, the gross revenue test must be met in at least two such years. For taxpayers 
reporting on a calendar year basis, the test will be fully phased in after 1991. 


The following tables illustrate the phase-in of the two tests for calendar 
fiscal periods: 


Profit Test For Determining Deductibility of Farm Losses 


Number of 
profitable 
years 
Year in question Reference years required 
1992 "88, 789, °90, 91, 92 1 of 5 
1993 "88, 89,90, 91°92, °93 2 of 6 
1994 "88, 89, °90, 91, 792, ’93, 94 3 of 7 


Gross Farm Revenue Test For Determining if Farm Losses Are Fully Deductible 


Number of years 
required where 
gross-farm revenue 
exceeded net income 


Year in question Reference years from other sources 
1988 86, 87, 88, 1 of 3 
1989 [365.8 1.0 Cosino 1 of 4 
1990 786, 87, 88,89, 90 2-0f- 5 
1991 "86, °87, °88, 89, °90, °91 2 of 6 
1992 "86, 87, So: 69,. 90, Ole 92 3 of 7 


With respect to horse racers and horse breeders, breeders of show animals and tree 
farmers, the gross revenue test will commence with the first fiscal period starting 
after June 17, 1987 and ending after 1987. It will be phased in as shown in the 
table above, with the exception that such operations that commence in 1987 will 
not automatically be considered to have met the test in 1986. For qualifying start- 
up operations after June 17, 1987, such operations will be deemed to have met the 
profit test, but not the gross revenue test, for the first four years of their operation. 
Accordingly, for qualifying start-up businesses of horse-racing or horse breeding, 
show animal breeding and tree farming, farm losses will be deductible against 
other sources of income only to the extent of $15,000 per year until such time as 
taxpayers meet the three-year gross revenue test. 


Background 


Currently, farmers are allowed to calculate both income and losses on the basis of 
cash accounting rules. However, for part-time farmers whose chief source of 
income is neither farming nor a combination of farming and some other source of 
income, the deductibility of farm losses against other income is limited to $2,500 
plus one-half of additional losses, up to a maximum deduction of $5,000. 
Part-time farm losses that cannot be claimed against other sources of income 
under this rule may be carried back for three years and forward for 10 years, and 
deducted against farm income in those years. 


The existing rules for identifying part-time farmers and hobby farms are 
subjective and are difficult both to comply with and to administer. An additional 
problem with the current rules is that deductions for losses denied for failure to 
meet the reasonable-expectation-of-profit test are lost forever, even if the activity 
subsequently generates farm profit — a particular concern for start-up farmers. 
The new system addresses these problems. 


(j) Capital Cost Allowance for Certified Canadian Productions (Films) 


The ability to shelter non-film income through film investment write-offs is being 
reduced. The accelerated capital cost allowance (CCA) for certified Canadian 
film productions will be reduced from 100 per cent to 30 per cent (calculated on a 
declining balance basis and subject to the half-year rule) but will remain available 
to offset income from other sources. An additional allowance will be introduced to 
increase the allowable CCA deduction up to the lesser of the undepreciated capital 
cost of such films, and income from all certified productions (net of expenses and 
net of ordinary CCA) for the year. The new additional capital cost allowance will 
apply to the full cost of the film without regard either to the half-year rule or to 
the new put-in-use rule proposed as part of tax reform. Thus, the fast write-off 
against non-film income will be reduced while a deduction will be retained against 
film income. This change will affect both individuals and corporate film investors. 


The new rules will come into effect for interests in certified films acquired after 
1987, other than interests acquired by a taxpayer after that time: 


° pursuant to an agreement in writing entered into by the taxpayer before 
June 18, 1987, or, 


e in accordance with the terms of a prospectus, preliminary prospectus, 
registration statement or offering memorandum filed before June 18, 1987 
with a public authority in Canada where the document was required by law 
to be filed before any trade in securities can commence. 


Background 


Currently investors who acquire an interest in a certified Canadian production can 
claim CCA at an accelerated rate of 100 per cent against non-film income. 
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Because of the half-year rule, which recognizes for CCA purposes only one-half of 
the cost of new acquisitions (net of dispositions) in a year, the actual CCA claim is 
generally 50 per cent of the amount of the investment in the first year. The 
remaining undepreciated balance is claimable in subsequent years. This provides a 
two-year write-off for investments in certified productions. The timing and 
amount of the allowable CCA claim is tied to certain production milestones such 
as the commencement and completion of principal photography and the existence 
of certain types of revenue guarantees. Since certified productions are not subject 
to the leasing property restrictions, CCA on such productions can be used to 
create or increase losses which are deductible against other sources of income. 


(k) MURB Rental Loss Rules 


It is proposed that capital cost allowance (CCA) will not be claimable to create or 
increase rental losses from certified multiple unit residential buildings (MURBs). 
Although the MURB certification program ended in 1981, those MURBs that 
were certified retain their tax status. After a transition, the effect of the change 
will be to treat MURBs in the same way as other rental properties for purposes of 
the general rules that deny the deduction of rental losses attributed to CCA. 


Transitional rules will permit existing owners of a MURB to create or increase a 
rental loss through the use of CCA and to deduct the loss from other sources of 
income for taxation years ending before 1991. However, any certified MURB 
acquired after June 17, 1987 will be subject to the standard rental loss restriction, 
unless it is acquired pursuant to an agreement in writing entered into before 

June 18, 1987. 


6. Dividend Tax Credit 
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The federal dividend tax credit will be reduced to 16 2/3 per cent of dividends 
received by individuals from taxable Canadian corporations. When the associated 
provincial credit is taken into account, the combined federal-provincial credit will 
be about 25 per cent, varying by province. The associated gross-up will be reduced 
from one-third to one-quarter of dividends received. These changes will apply for 
dividends included in income in 1988 and subsequent taxation years. 


The proposed reduction in dividend gross-up and credit recognizes that corporate 
tax rates are reduced as part of tax reform. 


Background 


The dividend gross-up and credit system was introduced in 1972 to provide a 
degree of integration of the personal and corporate tax systems. The present law 
requires a taxpayer to increase or “gross-up” the amount of dividends received 
from taxable Canadian corporations by 33 1/3 per cent, and provides a federal 
dividend tax credit of 22.22 per cent of the dividends received by the individual. 
The combined federal-provincial tax credit is now approximately 33 1/3 per cent 
of dividends, varying somewhat from province to province. 


The gross-up and credit system recognizes that individual shareholders receiving 
dividends from taxable Canadian corporations pay personal income tax on 
dividends received plus an amount that represents underlying corporate tax 
already paid on the earnings from which the dividend is paid. The dividend tax 
credit to individuals approximates corporate tax paid at the low, small business tax 
rate and the net amount of corporate tax on distributed investment income of 
Canadian-controlled private corporations. This integration of the personal and 
corporate tax systems ensures that business and investment income earned by a 
small Canadian-controlled private corporation and distributed to its shareholders 
bears approximately the same total tax as if the income had been earned directly 
by the shareholders. Double taxation of corporate income earned in small 
businesses is thus avoided. For larger corporations, the credit provides an incentive 
for Canadians to invest in Canadian equities and provides partial recognition for 
corporate tax paid. 


The table below illustrates the operation of the dividend tax credit mechanism in 
1987 and 1988. 


Current and Proposed Taxation of Small Businesses and Their Shareholders for 
a Shareholder in the Top Tax Bracket 


Pre-reform Post-reform 


system system 

Corporation (dollars) 

Corporate income 100.00 100.00 

Less: corporate tax (assumed) 25.00 20.00 

Equals: dividends distributed 75.00 80.00 
Shareholder in top tax bracket 

Grossed-up dividends 100.00 100.00 

Federal tax before dividend tax credit 34.00 29.00 

Less: federal portion of dividend tax credit 16.67 13,33 

Equals: net federal tax on shareholder ives bS.67 

Total federal plus provincial tax on shareholder 26.00 23.50 
Total corporate plus shareholder tax 51.00 43.50 
Total tax if income earned as wages and salaries 51.00 43.50 
Difference in total tax when income earned directly 

and when earned through corporation 0.00 0.00 


Note: The provincial personal tax rate is assumed to be 50 per cent of the federal basic tax in both cases. Since small business 
and personal tax rates vary across provinces, so will the degree of integration of corporate and personal income tax. The table 
does not take account of the surtax. 
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7. Averaging 


As a consequence of the lowering of tax rates and moving to fewer tax brackets, 
the forward averaging system will be eliminated for 1988 and subsequent years 
and the block averaging provision for farmers and fishermen will cease to apply 
for any five-year block that commences after 1987. Forward averaged amounts 
deducted in prior years may be brought back into income in any future year up to 
1997 and will entitle the taxpayer to a federal tax credit at the top marginal rate 
in that year. 


The new tax rates and the reduction in the number of tax brackets reduce the need 
for averaging. The elimination of the averaging provisions will simplify the 
tax system. 


Forward averaging was introduced in 1982 and replaced general averaging and 
income-averaging annuity contracts. Relatively few individuals use the forward 
averaging provision. 


Under existing law, individuals whose income in a year exceeds 110 per cent of 
their average adjusted income of the preceding three years may choose to average 
the excess. Averaged income is deductible in computing taxable income and gives 
rise to a special tax at the highest marginal rate in the year. In a future year, the 
averaged amount can be brought back and taxed as regular income with a 
refundable credit provided at the top marginal rate in that year. 


For example, under existing law, if a taxpayer elects to include in income in 1988 
a forward averaged amount of $1,000 from a previous year, that amount would be 
taxable in that year. But the taxpayer would be given a federal credit of 

$290 — the top marginal rate times the amount brought into income. 


Individuals whose chief source of income is farming or fishing may currently 
average income from all sources over a five-year block averaging period. This 
provision involves a calculation whereby the taxpayer recalculates tax liability as 
if one-fifth of his or her total income over the period had been earned in each of 
the five years. An election to block average is made in the last year of the five-year 
period and may reduce taxes payable in that year or result in a refund of taxes 
paid in the earlier years of the period. Effectively the changes mean that farmers 
and fishermen can complete any five-year period started in 1987 or earlier. 


8. Accelerated Remittance of Source Deductions and Quarterly Instalments 
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As part of an ongoing effort to improve cash management, the government is 
proposing further measures to accelerate the remittances of source deductions and 
instalment payments of personal income taxes. These measures do not affect the 
tax liabilities of either individuals or corporations. 


Source Deductions 


The February 1987 budget proposed to require larger employers with average 
monthly remittances of $15,000 or more to remit source deductions in respect of 
employees’ income tax, Canada Pension Plan contributions and unemployment 
insurance premiums on a twice monthly basis, starting in January 1988. 


Starting in January 1990, the government proposes a further acceleration in 
payment of the remittances by large employers. Employers at or above the 
$15,000 threshold will be required to remit four times a month. Under the 
proposal, the first remittance will be for amounts relating to employee 
remuneration in the first seven days of the month. The second, third and fourth 
remittances will be for remuneration paid from the 8th to the 14th of the month, 
the 15th to the 21st of the month and the 22nd to the last day of the month, 
respectively. The remittances will be due three working days following the 
respective pay periods. 


This measure will affect only a small number of employers, since most businesses 
have average monthly remittances below the $15,000 threshold. Those below the 
threshold will continue to pay remittances on the 15th of the month following the 
month in which the remuneration was paid. Whether or not an employer is above 
the $15,000 average monthly threshold will be based on the employer’s 

T4 Summary filed in the previous year. 


As under the current rules, where employers have more than one payroll account 
with Revenue Canada, it is the combined total of average monthly remittances of 
the employer, and all associated corporations, that is relevant for determining if 
the employer is above the $15,000 threshold. 


Quarterly Instalments 


The government also proposes to require individuals making quarterly instalment 
payments of tax to remit the amounts by the 15th of March, June, September and 
December starting in March 1990. Under the present system, these taxpayers are 
required to pay quarterly instalments at the end of each of these months. 


This represents an acceleration of quarterly instalments and does not increase an 
individual’s liability for personal income tax. 


This measure will not affect taxpayers with estimated annual personal tax 
liabilities under $1,000. The requirement to make quarterly instalments of tax 
applies to taxpayers whose income subject to deduction at source, (such as salaries 
or wages) does not equal at least three-quarters of their total income, and whose 
annual tax liabilities exceed the $1,000 threshold. 
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B. Measures Affecting Corporations 


Tax reform reduces corporate tax rates and broadens the corporate tax base. As a 
result of these changes, federal income tax revenues from corporations will 
increase by $470 million in 1988 and $1.6 billion in 1992. Details of the corporate 
tax measures are described in the following pages. 


1. Corporate Tax Rate Reductions 


As part of tax reform, a series of significant corporate tax rate cuts will be 
implemented concurrent with the substantial broadening of the corporate tax base 
that will result from the removal or reduction of a number of tax preferences. The 
new federal corporate tax rates and the current rates are as shown below: 


Federal Corporate Income Tax Rates 


New rates 
effective July 1 each year 
Citrenti==sa52- = Se 
rates 1988 1989 1990 1991 and 
subsequent 
years 
(per cent) 

General business 36 28 28 28 28 

Manufacturing business 30 26 25 24 23 
General small business 15 

12 12 2 12 
Small manufacturing business* 10 


* After July 1, 1988 there will be one 12-per-cent rate of tax for all small business corporations. 


Note: These changes will not affect the tax rate reductions scheduled to take effect on July 1, 1987. All the rates are after the 
10-per-cent provincial abatement. 


The main features of the proposal are: 


e A reduction to 28 per cent in the general federal corporate tax rate effective 


July 1, 1988. This is a drop of 8 percentage points from the tax rate currently 
in effect. 


e Phased reductions in the standard federal corporate tax rate applicable to 
Canadian manufacturing and processing income from the present rate of 
30 per cent to 23 per cent by July 1991. 


e The establishment, effective July 1, 1988, of a single preferential federal 
corporate tax rate of 12 per cent for income eligible for the small business 
deduction, including Canadian manufacturing and processing income. The 
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small business tax rate applies to Canadian active business income of up to 
$200,000 for each Canadian-controlled private corporation or associated 
group of such corporations. 


e The 3-per-cent surtax on federal corporate income tax will be removed upon 
implementation of sales tax reform. It is not included in the tax rates 
described above. 


Background 


The current general federal tax rate is 36 per cent on corporate taxable income 
but lower rates apply to Canadian manufacturing and processing income and 
active business income of small businesses. 


The reductions in federal corporate tax rates will provide a general incentive for 
investment and job-creating activity and will benefit a large number of taxpaying 
corporations. The continuation of lower tax rates for small business and 
manufacturing reflects the government’s desire to enhance the international 
competitiveness of the manufacturing industry and to promote the growth of small 
business in Canada. 


Lower corporate tax rates are central to reducing the extent to which the tax 
system influences business investment decisions. Combined with base broadening, 
lower corporate tax rates will result in a more effective use of Canada’s resources 
and an increase in productivity. 


The substantial tax rate reductions are also important in keeping the Canadian 
fiscal system competitive with those of our major trading partners. The rapid 
reduction of the corporate tax rate reflects the need to parallel actions in other 
countries, notably the United States. Without tax rate cuts, income-earning 
activity in Canada could be diverted elsewhere and corporations with operations in 
Canada and abroad could arrange their activites in such a way as to earn more 
income taxable abroad and less in Canada. The tax rate cuts proposed in tax 
reform are designed to avoid these undesirable effects. 


2. Capital Gains of Corporations 


The proportion of capital gains to be included in a corporation’s income will be 
increased from one-half to two-thirds in 1988 and to three-quarters in 1990. 
Subject to a special exception for Canadian-controlled private corporations 
described in the next section, for the taxation years of corporations ending before 
July 1, 1988 — the date on which the general corporate tax rate is reduced to 

28 per cent — the inclusion rate will remain at one-half. For taxation years 
commencing after June 30, 1988, the inclusion rate will increase to two-thirds and 
for taxation years commencing after 1989 the inclusion rate will increase to 
three-quarters. 


However, for taxation years that straddle July 1, 1988, the percentage of any 
capital gain to be included in income will be determined by prorating the one-half 
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and two-thirds inclusion rates based on the number of days in the year that fall on 
either side of that date. For taxation years that straddle January 1, 1990, a similar 
proration will be made to determine the inclusion rate. These changes to the 
capital gains inclusion rates for corporations parallel the changes for individuals 
but the effective dates differ because of the different dates proposed for the tax 
rate reductions — January 1, 1988 in the case of the personal income tax and 

July 1, 1988 in the case of the corporate income tax. 


3. Taxation of Investment Income of Private Corporations 
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As a consequence of reductions in tax rates and the reduced dividend tax credit, 
changes are proposed to the mechanisms that integrate the tax on private 
corporations and their shareholders. 


The refundable portion of Part I tax paid by a Canadian-controlled private 
corporation on its investment income will be reduced from 25 per cent to 
20 per cent of the amount of such income. 


The rate of the refundable tax levied under Part IV of the Act on taxable 
dividends received by corporations will be reduced from 33 1/3 per cent to 
25 peticent: 


The rate at which the refunds of such tax are made on distributions will be 
reduced from $1 for every $3 of dividends paid by the corporation to $1 for every 
$4 of dividends. 


The reduction in the refundable portion of the Part I tax will apply to investment 
income earned after 1987, and the reduction in the rate of the Part IV tax on 
dividends will be effective for dividends received after 1987. The reduction in the 
rate at which the refundable portion of Part I tax and Part IV tax (collectively 
referred to as refundable dividend tax on hand or “RDTOH’’) is refunded will 
apply with respect to dividends paid after 1987. 


To maintain the integration of investment income earned, but not distributed, by a 
private corporation before 1988, a special computation of RDTOH of the 
corporation will be required as of December 31, 1987, and the amount so 
computed will be reduced by one-third. This adjustment is to ensure that the total 
tax paid by the corporation and an individual shareholder on investment income 
earned before 1988 and distributed after 1987 will approximate the tax that would 
be payable by the individual if he or she had earned the income directly before 
1988 rather than through the corporation. 


The general corporate rate reduction which is proposed to take effect on 

July 1, 1988 will be advanced to the beginning of 1988 with respect to the 
investment income, including taxable capital gains, of Canadian-controlled private 
corporations (CCPCs) in order to reflect the personal tax changes effective 
January 1, 1988. This avoids the need for a second set of adjustments to the 
refundable tax rules which would be required if the corporate income tax rate 
reduction did not apply to such income until July 1, 1988. In addition, the capital 


gains inclusion rate for CCPCs will increase from one-half to two-thirds effective 
January 1, 1988. Thus for such corporations with taxation years that straddle 
January 1, 1988, the inclusion rate will be determined by prorating the one-half 
and two-thirds inclusion rates based on the number of days in the taxation year on 
either side of that date. As a result, the reduction in the tax rate on investment 
income and the increase in the capital gains inclusion rate for CCPCs are effective 
at the same time. 


Background 


The Income Tax Act currently provides that a Canadian-controlled private 
corporation is entitled to a refund of a portion of its Part I tax payable equal to 
25 per cent of its net investment income. This refund preserves for investment 
income the integration of tax paid by these corporations and their individual 
shareholders. 


The refund of this corporate tax is made only when the income is distributed to 
shareholders by way of dividends. The reason underlying the collection of tax at 
the highest corporate rate of tax on investment income, followed by the refund of 
the unintegrated portion of the tax at the time the income is distributed, is to 
reduce any tax deferral opportunities that would otherwise exist if such income 
were subject to lower corporate tax rates than those imposed at the personal level. 


Part IV of the Act applies a refundable tax which is set at a rate — currently 
33 1/3 per cent — that is approximately equal to the highest personal tax rate on 
dividend income. 


Because of the reduction of corporate income tax rates and the dividend tax credit, 
the refundable portion of Part I tax paid by CCPCs on non-dividend investment 
income is reduced from 25 per cent to 20 per cent of the amount of such income. 
Also, because of the reduction in the effective rate of the maximum personal tax 
on dividend income, the rate of Part IV tax is reduced to 25 per cent. 


Because the Part I refundable tax as well as the Part IV tax will be at a lower rate, 
the rate at which the refund of these taxes is to be made is correspondingly 
reduced. 


4. Reducing Capital Cost Allowances 
(a) Overview 
As an important step in broadening the corporate tax base to increase revenues 


and finance tax rate cuts, the fast write-offs for depreciable property through the 
capital cost allowance (CCA) system are being reduced. 


The CCA system is the statutory method for writing off depreciable assets in 
determining a taxpayer’s income. Individual assets are now assigned to one of 
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37 classes, with specified rates varying from 4 per cent to 100 per cent. A number 


of these CCA rates are being reduced. 


The basic structural elements of the CCA system will remain in place. However, 
for assets acquired after 1989, CCA may not be claimed until the year in which 
the asset is put into use. The major changes in the CCA rates are summarized in 


the following table: 


Major Changes in CCA Rates 


Manufacturing machinery 
and equipment, 
Manufacturing retooling 


Resource extraction assets 


Drillships and 

offshore platforms 
Earth-moving equipment 
Buildings 
Satellites 


Outdoor advertising signs 


Certified Canadian films 


Public utility property 


‘) Taking account of the half-year rule. 
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Current 
CCA rate 


three-year 
straight line” 


immediate 
write-off 


30% declining 
balance (plus 
immediate 
write-off up to 
income from 
new mine) 


30% declining 
balance 


50% declining 
balance 


5% declining 
balance 


40% declining 
balance 


35% declining 
balance 


100% 


6% declining 
balance 


Proposed 
CCA rate 


25% declining 
balance 


subject to half- 
year rule 


25% declining 
balance (plus 
immediate 
write-off up to 
income from 
new mine) 


25% declining 
balance 


30% declining 
balance 


4% declining 
balance 


30% declining 
balance 


20% declining 
balance 


30% declining 
balance (plus 
immediate 
write-off up to 
film income) 


4% declining 
balance 


Generally, CCA deductions begin when an asset is acquired, with half the normal 
write-off allowed in the year of acquisition. Assets are pooled in a class and 
taxpayers are allowed to claim up to the maximum CCA specified by the tax 
rules. Most CCA rates are established on a declining balance basis, which means 
that the allowed percentage write-off for each class of property is calculated for 
any year by reference to the remaining unclaimed balance in the class at the end 
of that year. 


The CCA system generally provides a somewhat accelerated tax write-off 
compared to the actual depreciation in the value of an asset over time due to wear 
and tear, obsolescence and declining productivity. Under the current system, the 
degree of accelerated write-off varies significantly among assets, creating 
incentives that can distort the investment decisions of taxpayers. The extent of 
these variations was documented in the discussion paper entitled “The Corporate 
Income Tax System: A Direction for Change” released in May 1985. 


The proposed CCA rate changes will apply only to assets acquired after 1987. 
Assets purchased before 1988 may continue to be written off in the future at the 
current rate of write-off. Assets acquired after December 31, 1987 will be placed 
in new classes or existing classes with the appropriate lower rates proposed. For 
certain assets, the new rates will be phased in over a transitional period. 


Grandfathering Provisions 


The CCA rate reductions will not affect property acquired by a taxpayer after 
December 31, 1987 and before 1990: 


¢ pursuant to an obligation in writing entered into by the taxpayer before 
June 18, 1987, 


e that is a building, structure, plant facility or other property where the 
property was under construction by or on behalf of the taxpayer on 
June 18, 1987, or 


e that is machinery or equipment that is a fixed and integral part of property 
under construction by or on behalf of the taxpayer on June 18, 1987. 


The existing rules, which apply to retain the original prescribed class of property 
acquired from a non-arm’s-length person or on a rollover basis, will be restricted 
to non-arm’s-length acquisitions of property after June 17, 1987. Similar rules also 
apply to exempt property acquired on a rollover basis, or from a non-arm’s-length 
person, from the application of the half-year capital cost allowance convention. 
For acquisitions after June 17, 1987, these rules will apply only to 
non-arm’s-length transactions. 


Currently, separate classes exist for satellites and pipelines. An election to classify 
property in separate classes will be provided for earth-moving equipment and 
outdoor advertising signs which can, in particular circumstances, experience 
abnormal depreciation. This separate class election will mean that a terminal loss 
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can be realized if the asset in the separate class is disposed of and actual 
depreciation in excess of that allowed for tax purposes has occurred. 


(b) CCA for Manufacturing and Processing Machinery and Equipment 


The straight-line capital cost allowance rate for Class 29 manufacturing and 
processing machinery and equipment will be converted to a rate of 25 per cent on 
a declining balance basis, subject to transition rules described below. Class 29 
assets such as industrial lift trucks, portable rental tools, and certain data 
processing equipment and systems software, will revert to Class 10 with a CCA 
rate of 30 per cent on a declining balance basis for new acquisitions. 


It is also proposed to extend the half-year rule to special manufacturing 

tools — dies, jigs, patterns, moulds, lasts or cutting or shaping parts in a machine. 
Under the half-year rule, only half of the normal write-off is allowed in the year 
of acquisition. 


Subject to the grandfathering rules described above, the new rates for 
manufacturing and processing machinery and equipment will apply to property 
acquired after 1987. Such property will be included in a new class which will be 
entitled to a 25-per-cent rate on a declining balance basis for years ending after 
1990. For the 1988 year, the rate for the new class will be 40 per cent with rates of 
35 per cent and 30 per cent for 1989 and 1990, respectively. 


For taxation years which straddle January 1, 1989, the rate applicable to the new 
class will be determined on a proration based on a 40-per-cent rate for the number 
of days in the year that are before 1989 and a 35-per-cent rate for the number of 
days in the year that are after 1988. Similar proration rules will apply in other 
years of the transition. 


For Class 29 assets which will qualify for Class 10, acquisitions after 1987 will be 
eligible for a similar transition with a 1988 rate of 40 per cent and a 1989 rate of 
35 per cent. Similar proration rules will also apply. 


All special manufacturing tools acquired after 1987 and not grandfathered will be 
subject to the half-year rule. 


Background 


Prior to 1972, the majority of Class 29 assets were written off on a 20-per-cent 
declining balance basis. Since that time, all machinery and equipment used 
primarily in manufacturing and processing in Canada has been assigned to Class 
29 and has been eligible for a two-year write-off, subject to the half-year rule 
introduced in 1981. 


Special manufacturing tools such as dies, jigs, patterns, moulds, lasts or cutting or 
shaping parts in a machine are included in Class 12 and eligible for full write-off 
in one year. Extending the half-year rule to these assets will spread the deduction 
over two taxation years. 


(c) CCA for Earth-Moving Equipment, Satellites and Outdoor 
Advertising Signs 


The CCA rate for Class 22 earth-moving equipment (50 per cent) and Class 30 
satellites (40 per cent) will be reduced to 30 per cent on a declining balance basis. 
In addition, the 35-per-cent rate for Class 11 outdoor advertising signs used to 
earn rental income will be eliminated and these assets will become Class 8 
property entitled to a 20-per-cent rate on a declining balance basis. 


Taxpayers may elect to depreciate earth-moving equipment and outdoor 
advertising signs in separate classes so that any actual depreciation in excess of 
that allowed for tax purposes will be claimable as a terminal loss when the asset is 
disposed of to an arm’s-length party or is abandoned. The election must be made 
in the tax return for the first year in which the taxpayer is entitled to claim capital 
cost allowance in respect of the asset. 


These reduced rates will apply to property acquired after 1987 other than property 
that is grandfathered. In the case of Class 22 earth-moving equipment, 
transitional rates of 40 per cent and 35 per cent will apply in the 1988 and 1989 
years with the same proration mechanism as proposed for Class 29 manufacturing 
assets. The separate class election will apply to property acquired after 1987 that 
is not grandfathered. 


Background 


Currently, power-operated, movable earth-moving equipment, such as bulldozers, 
graders, and backhoes, is depreciable at a 50-per-cent rate on a declining balance 
basis. In most cases, this rate exceeds the economic depreciation of these assets 
although, depending on use, actual depreciation can vary widely. The proposed 
reduction in CCA rate for these assets is generally intended to ensure rates that 
are more in line with average depreciation experience. 


Each satellite will continue to be depreciable in a separate class. Satellites are now 
eligible for a 40-per-cent rate on a declining balance basis. Generally, if a satellite 
successfully reaches orbit, the current rate exceeds that appropriate to its useful 
life. The risk of launch failure or malfunction will still be covered by the separate 
class provision which allows the taxpayer to claim a terminal loss in the year the 
satellite ceases to function. Under the proposal, satellites will be entitled to the 
same 30-per-cent rate accorded other high technology assets. 


At present, outdoor advertising signs used to earn rental income are depreciable on 
a 35-per-cent declining balance basis. The range of actual depreciation for these 
assets can vary depending on location and other factors, but an appropriate 
average rate is 20 per cent. Rather than providing a significantly accelerated rate 
for all such assets, a separate class election for such property will allow taxpayers 
relief where the useful life of the asset is expected to be significantly below 


average. 
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Separate Class Election 


Separate classes are already provided, both as a relieving measure (satellites and 
pipelines) and as a means of ensuring recapture of depreciation when a particular 
property is sold (rental housing and certified Canadian vessels). Under the 
separate class provision, costs of the individual assets in a specified class are not 
pooled. As a result, a terminal loss or a recapture of depreciation is recognized in 
the year the asset is disposed of. Under the general pooling of assets, applicable to 
most classes, terminal losses are recognized only when all the assets in a class have 
been disposed of. The optional separate class treatment will be beneficial in those 
circumstances where the depreciation provided by the basic write-off rate may be 
insufficient for particular assets due to special circumstances relating to their 
location or use. 


(d) CCA for Resource Extraction Assets 


It is proposed to reduce the CCA declining-balance-basis rate for Class 10 and 
Class 28 resource extraction property from 30 per cent to 25 per cent. The existing 
additional allowance of expenditures up to the income from a new mine or major 
mine expansion under Class 28 will be retained. As well, the half-year rule will not 
apply to the additional allowance. As a result, when combined with other features 
of the income tax system, income of a mine will not be taxable until start-up 
expenditures have been recovered from production. The overall CCA rate for 
drillships and offshore production platforms will also be reduced from 30 per cent 
to 25 per cent. 


The cost of mine shafts and main haulage ways or similar underground work 
undertaken after the start-up of production will be treated as Canadian 
development expense (CDE) eligible for a 30-per-cent declining balance rate. 
Overburden removal costs after the start-up of production will be treated as 
operating costs and deductible as a current expense. 


The reduction in write-off rates from 30 per cent to 25 per cent will apply to 
property acquired after 1987 other than property that is grandfathered as 
described above. The exemption from the half-year rule for the additional 
allowance will apply to all property acquired after 1987. The new treatment for 
mine shafts and overburden removal costs will apply to costs incurred after 1987. 


Background 


Class 10 resource assets include on-site mine buildings and mining equipment, 
community property, mining machinery and equipment, railway property used in 
mining, gas or oil well equipment, property used for oil, gas and mineral detection, 
and heavy crude oil processing equipment. This class is depreciable on a 
30-per-cent declining balance basis. 


Class 28 includes resource extraction property that was acquired for a new mine, a 
major expansion of an existing mine or a tar sands project. Such property can be 
depreciated at the greater of a 30-per-cent declining balance rate or the income 
from the mine in the year. 


Mine shafts and main haulage ways constructed after the start-up of mine 
production are generally of long-enduring value but are allowed a 100-per-cent 
CCA rate. As Canadian development expense (CDE), these expenditures will be 
deductible at a rate similar to other post-start-up capital expenditures in the 
resource sector. However, the present value of the deduction will be maintained 
since CDE is deducted directly from taxable income while CCA claims reduce the 
value of the 25-per-cent resource allowance deduction. 


Overburden removal costs will remain deductible immediately, but treating such 
expenditures as an operating cost rather than a depreciable asset will ensure that 
non-taxable firms cannot carry forward these deductions indefinitely. 


(e) CCA for Buildings and Public Utility Property 


The CCA rates for Class 3 buildings and Class 2 public utility property will be 
reduced to 4 per cent on a declining balance basis from the current rates of 

5 per cent and 6 per cent respectively. Subject to the grandfathering provisions 
described previously, the new CCA rates will be effective for acquisitions after 
1987. However, post-1987 additions and alterations to a building eligible for the 
5-per-cent rate will also be entitled to the 5-per-cent rate to the extent of the lesser 
of $500,000 and 25 per cent of the building’s capital cost at December 31, 1987 or 
the date of completion of its construction, whichever is later. 


Background 


Under current law, buildings are generally depreciated on a 5-per-cent declining 
balance basis. Building depreciation claimed by corporations on their financial 
statements is often significantly lower than is now permitted for tax purposes. 


Public utility property is depreciable on a 6-per-cent declining balance basis. This 
includes electrical generating and distribution equipment, gas production and 
distribution equipment, water and heat distribution plants, and pipelines. 


Currently capital cost allowance deductions for these assets exceed book 
depreciation for most companies. This difference is one of a number of factors that 
results in little or no tax being paid by a number of profitable firms in those 
sectors. The reduced CCA rate for these assets will be more in line with actual 
depreciation, and will contribute to broadening the tax base. 


(f) Put-In-Use Rule 


A “put-in-use” rule will apply for the purposes of determining the year in which 
capital cost allowance (CCA) and investment tax credits may first be claimed. 
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Accordingly, taxpayers may not start claiming CCA and investment tax credits 
will not be earned, until the earlier of the year an asset is put in use and the year in 
which the construction of an asset by or on behalf of the taxpayer is completed 
and it is thus ready for use. For the purposes of these rules, buildings which are 
not completed will be considered to be put in use in the year in which substantially 
all of the building is used for its intended purpose. 


The costs of a major renovation of a building will not be added to the capital cost 
of the building until the earlier of the year in which the renovation is completed or 
the year in which substantially all of the building is used for the purpose for which 
it was renovated. CCA will remain deductible during renovation in respect of the 
costs of the building exclusive of the renovation costs. 


The put-in-use rule will apply to property acquired and renovation costs incurred 
after 1989. The half-year rule will continue but will apply after 1989 to the fiscal 
period in which an asset is placed in use. 


The put-in-use rule will ensure better matching of income and expenses and is 
consistent with accounting rules for depreciation on financial statements. It is also 
consistent with the tax depreciation rules of most industrial countries. Among 
others, the United States, the United Kingdom, Germany, Australia, Ireland and 
New Zealand have similar rules. 


Background 


Under current rules, tax depreciation begins in the year in which an asset is 
acquired by a taxpayer. In many cases, the current rules result in the recognition 
of expenses considerably in advance of the associated revenues. This mismatching 
of revenues and expenses is exacerbated where the assets are not placed in service 
for an extended period of time — as may happen, for example, where equipment is 
bought and stockpiled, where property is considered to be acquired well in advance 
of the delivery date, or where assets take a long time to construct and taxpayers 
commence depreciation based on interim costs or progress billings. They also 
permit a deduction for depreciation before the asset begins to decline in value as a 
result of wear and tear occasioned by use. 


The half-year rule, by which the amount of tax depreciation claimable in the year 
of acquisition is reduced to half the normal amount, now applies to most assets. 
This rule assumes that assets are acquired mid-way through a fiscal period. It 
avoids the complexity of a rule that would prorate the allowance based on the 
exact time when an asset is acquired. 


5. Changes to Other Incentives 


(a) ITC: Rates 


The rates of investment tax credit (ITC) are being reduced in line with corporate 
tax rates. This will maintain the same relative incentive to invest in the regions 
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and activities affected. It is proposed to reduce the rate of Atlantic Canada 
investment tax credit from 20 to 15 per cent, the rate for the special investment 
tax credit for manufacturing and processing investment in selected slower growth 
regions from 40 to 30 per cent, and the Cape Breton investment tax credit rate 
from 60 to 45 per cent. 


The proposed changes will be effective for property acquired after 1988. 


Background 


The investment tax credit was introduced in 1975 at a rate of 5 per cent as a 
temporary measure to stimulate capital investment in the manufacturing, 
resource, farming and fishing sectors. Since that time, the credit has been 
extended to other activities and has been adjusted for investment in selected 
regions. The 1986 budget announced a phase-out of the general ITC (including 
the ITC for transportation and construction equipment) by 1989. 


Investment tax credits directly reduce federal income taxes payable. They are 
earned on qualifying property and expenditures at rates that vary by region and 
type of investment or expenditure. The cost of depreciable property for capital cost 
allowance purposes or the deduction that may be claimed for a qualified 
expenditure is reduced by the amount of credit claimed. Unused credits earned in 
a year may offset federal income taxes payable in the seven subsequent years 

(10 years in the case of the Cape Breton investment tax credit) or the three 
preceding years. 


The Atlantic Canada ITC rate is 20 per cent for qualifying property used in 
manufacturing, mining, oil and gas, agriculture, forestry and fishing in Atlantic 
Canada, including the Gaspé Peninsula and the Atlantic offshore. 


In prescribed slower growth areas of Canada, a special 40-per-cent ITC is 
available for prescribed buildings, machinery and equipment used in 
manufacturing and processing, excluding initial processing operations in a 
resource-based industry. 


A 60-per-cent ITC applies to property acquired after May 23, 1985 and before 
1993 for use in Cape Breton in a project that is approved by the Minister of 
Regional Industrial Expansion before July 1, 1988. 


As a result of the tax reform proposals and the measures announced in the 1986 
budget the investment tax credit rates will be as set out in the following table. 


The retention of the Atlantic Canada ITC, the Cape Breton ITC and the special 
regional ITC underscores the government’s commitment to supporting regional 
economic development in Canada. 


The net value of the ITC will be essentially preserved under the new rates when 
the changes to capital cost allowance and statutory tax rates are also taken into 
account. This is because the net value of the credit takes into account not only the 
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Proposed Investment Tax Credit Rates, 1987-1989 
1987 1988 1989 


(per cent of eligible investment) 


Current 5-per-cent rate‘” S 3 0 
Current 7-per-cent rate” 7 3 0 
Special regional rate for manufacturing in specified 

areas 40 40 30 
Research and development unchanged from current 


rates of 20, 30 and 35 
depending on location 
and size of firm 


Atlantic region 20 20 15 

Cape Breton 60 60 45 

High-cost exploration unchanged from current 
rate of 25 


‘ The February 1986 budget proposed to phase out the general rates of investment tax credit, as set out here. 


taxpayer's tax rate but also the reduction in the value of CCA that may be 
claimed after the credit is claimed. 


The current net value of the 20-per-cent ITC for a manufacturing firm is 

11.8 per cent at the current statutory tax rate of some 45 per cent, taking into 
account the existing three-year write-off for machinery and equipment. The net 
value of the 15-per-cent investment tax credit at the new lower tax rate and lower 
write-off rate would be about 10.9 per cent. Moreover, given the reduction in 
statutory tax rates, the proposed credit will cover federal tax on approximately the 
same amount of income as currently. 


Net Value of the Current and Proposed Investment Tax Credit 
on $100 of Manufacturing Investment 


Current Proposed 
Investment $ 100 $ 100 
Investment tax credit 20 15 
Present value of reduction in CCA 18.2 10.7 
Tax value of CCA reduction (reduction 
in CCA times tax rate) 8.2 4.1 
Net value of ITC 11.8 10.9 


Note: The combined federal-provincial tax rate is assumed to be 45 per cent at present and 38 per cent after tax reform. The 
present value of reduced CCA is calculated at a 10-per-cent rate of discount and takes account of the proposal in tax reform to 
change the timing of when ITCs reduce CCA. 
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(b) ITC: Limits on Annual Claims 


As part of the reduction in tax preferences and to ensure that more profitable 
corporations pay tax, it is proposed to limit the amount of investment tax credit 
(ITC) (including the credit for R&D and high cost exploration) that can be used 
to reduce a taxpayer’s federal tax otherwise payable. The limit will apply both to 
the carry-forward of a taxpayer’s existing ITC as well as to new ITC earned. In 
general, it is proposed to allow only one-half of a taxpayer’s federal tax payable in 
a taxation year to be offset by the taxpayer’s investment tax credit. However, a 
special rule will permit a full offset of federal tax for Canadian-controlled private 
corporations on their business income eligible for the small business deduction. 
Thus, for a Canadian-controlled private corporation, the limit for a year is 

12 per cent of its income eligible for the small business deduction plus one-half of 
federal corporate taxes payable on other income. 


For individuals and unincorporated businesses the maximum annual credit will be 
$24,000 plus one-half of federal tax payable in excess of $24,000. This amount 
corresponds to the $24,000 of credit available to small business corporations on 
their first $200,000 of business income. 


In addition, the rule that requires the capital cost of a depreciable property to be 
reduced where a related ITC is claimed will be modified to limit the reduction to 
the related ITC claimed in preceding taxation years. 


For ITC earned after April 19, 1983, any unclaimed portion of credits earned will 
now be eligible for a 10-year carry-forward. This extension from the current 
seven-year carry-forward permits further opportunity for claiming tax credits that 
previously were not subject to any restriction on amounts claimed. 


The proposal to limit annual ITC claims to one-half of federal tax payable will be 
effective for taxation years ending after 1987. A proration will allow corporations 
with taxation years that straddle January 1, 1988 to fully offset that proportion of 
federal taxes otherwise payable in respect of the period before January 1, 1988. 
The proposal to reduce the capital cost of depreciable property only by the 
investment tax credit claimed in preceding years is effective for taxation years 
ending after 1987. 


(c) ITC: Changes to Refundability Provisions 


Any investment tax credit that is unused in the taxation year in which it is earned 
is currently partially refundable. The refundability provisions had generally been 
scheduled to end in respect of qualifying property acquired or expenditures made 
after 1988. 


Refundability of investment tax credits earned by large firms will generally be 
ended for property acquired or expenditures made after 1987 — one year earlier 
than previously scheduled. In the case of the tax credit for high-cost exploration, 
refundability will end for large firms for any taxation year commencing 

after 1987. 
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In the case of small corporations and individuals, refundability will be extended 
indefinitely at the current rate of 40 per cent of the ITC that cannot be used in the 
year it is earned. There will be no change to the rules that permit the full 
refundability of any unused portion of the 35-per-cent ITC earned on up to 

$2 million of R&D expenditures of a current nature made by small 

R&D corporations. 


Background 


Prior to 1983, the first $15,000 of ITC was claimable in full with further claims 
limited to one-half of a taxpayer’s federal tax payable above $15,000. For ITC 
earned after April 19, 1983 there is currently no restriction on the amount that 
may be used to reduce federal income tax otherwise payable. If sufficient ITC is 
available, a corporation can now eliminate all its federal taxes. 


The proposals to limit ITC claims will ensure that larger corporations will be 
unable to eliminate their full federal tax liability with their ITC claims and will 
thus increase the number of profitable firms that pay tax. 


Currently, the capital cost of depreciable property must be reduced in the year a 
related ITC is claimed. This can result in a circular computation since the reduced 
depreciation results in more tax payable and more room to claim tax credits. To 
resolve this problem, it is proposed that the capital cost reduction that results from 
an ITC claim be limited to ITC claimed in a preceding taxation year. 


The portion of refundable unused ITC earned in a taxation year is currently 

40 per cent for individuals and small corporations and 20 per cent for large 
corporations. For small corporations, the 35-per-cent ITC for up to $2 million of 
current R&D expenditures is fully refundable. The refundability rate for the Cape 
Breton ITC and the high-cost exploration ITC is 40 per cent for all taxpayers. The 
proposals to end the refundability provisions for large corporations one year earlier 
than planned is part of the commitment to base broadening in tax reform. The 
indefinite extension of the refundability for small corporations and individuals will 
be of particular benefit to such businesses during their start-up phase. 


(d) Earned Depletion Allowance 


For certain exploration and development expenditures incurred in the mining and 
petroleum industries, taxpayers are now permitted an earned depletion allowance 
which, together with other existing write-offs, permits a total deduction in excess 
of amounts actually spent. 


The earned depletion allowance is to be phased out by reducing the rate at which 
it can be earned from 33 1/3 per cent to 16 2/3 per cent for eligible expenditures 
incurred after June 30, 1988 and by eliminating the ability to earn depletion on 
expenditures made after June 30, 1989. Eligible expenditures incurred before July 
1988 will continue to earn depletion at 33 1/3 per cent and the proposal will not 
affect the ability to claim unused amounts of depletion earned before July 1989. 


The existing provisions that require the recapture of earned depletion by a 
taxpayer on a disposition of the related resource property will be phased out in a 
similar manner after June 30, 1988. 


It is also proposed that the Canadian Exploration and Development Incentive 
Program, introduced to provide temporary assistance to exploration and 
development activity in the petroleum industry, be phased out over approximately 
the same period as earned depletion. 


Background 


Under present law, the depletion allowance is earned at the rate of 33 1/3 per cent 
of eligible expenditures on exploration and development of petroleum and mineral 
resources. The allowance can be deducted by a taxpayer in computing income, 
subject to certain restrictions. Eligible expenditures include: 


¢ mining exploration expenses (so called “grass roots” exploration), 


¢ mining pre-production development expenses and equipment costs for the 
processing of a mineral resource, 


e oil sands mining exploration and development expenses and equipment costs, 


e enhanced oil recovery exploration and development expenses and enhanced 
oil recovery equipment costs, and 


e heavy crude oil upgrader costs. 


Except for depletion earned on “grass roots” mining exploration expenses, a 
deduction in respect of a taxpayer’s earned depletion allowance for a year may not 
exceed 25 per cent of the taxpayer’s resource profits for the year. Depletion earned 
on “grass roots” mining exploration can be deducted up to a maximum of 

25 per cent of a taxpayer’s income from any source. 


Notwithstanding the proposal to end earned depletion, the tax system will 
continue to recognize the depleting nature of natural resources through the 
accelerated deductions available for exploration and development expenditures in 
the mining and oil and gas sectors. Further, investors in flow-through shares will 
continue to have access to the 100-per-cent write-offs available for mining 
exploration and pre-production development expenses and for oil and gas 
exploration expenses, as well as for Canadian development expenses and Canadian 
oil and gas property expenses. 


(e) Flow-Through Shares and Partnership “At Risk” Rules for Resource 
Expenditures 


Overview 


The flow-through share and limited partnership mechanisms will be retained in 
tax reform. However, changes are proposed for both flow-through shares and 
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resource expenditures incurred by limited and certain other partnerships. 
Flow-through share arrangements permit shareholders of resource corporations to 
deduct resource expenditures (such as Canadian exploration expense) that are 
incurred by the corporation and are then renounced to the shareholders. Similarly, 
deductions for resource expenditures incurred by a partnership can be flowed out 
to its partners. These arrangements permit investors to use resource expenditures 
to shelter other income from tax. 


Flow-Through Shares 


It is proposed to limit the types of shares that qualify as flow-through shares 

by broadening the definition of “prescribed shares” that do not qualify for 
flow-through treatment. Under the new definition, flow-through share treatment 
will be denied for shares that carry any entitlement to a payment, repayment, loan 
or dividend or any retraction or conversion right. This includes the right to dispose 
of the shares for shares of another corporation that carry any entitlement toa 
payment, repayment, loan or dividend or are convertible or retractable (other than 
shares of a mutual fund corporation that are retractable for fair market value 
proceeds at the time of the retraction). A share will not be a prescribed share 
solely because of an arrangement between the first holder of the share and another 
person for the sale of the share for its fair market value at the time of sale. 


It is also proposed that oil and gas exploration expenses incurred within 60 days 
after the end of 1987 and subsequent calendar years under a flow-through share 
arrangement be treated as if they had been incurred on the last day of the 
preceding calendar year. 


Limited Partnerships 


It is proposed that the existing “at risk” rules applicable to limited partnerships 
and certain other partnerships be extended to apply to resource expenditures 
incurred by partnerships. This proposal will limit a partner’s share of resource 
expenditures incurred by a partnership to the amount of investment the partner 
has “at risk”’. 


The new definition of a “prescribed share” will apply to shares issued after 
June 17, 1987 other than shares issued before April 1988 


(a) under an agreement in writing entered into before June 18, 1987, 


(b) in accordance with a prospectus, preliminary prospectus, registration 
statement or offering memorandum filed before June 18, 1987 witha 
public authority in Canada where the document was required by law to 
be filed before any trade in the shares could commence, or 


(c) toa partnership where all partnership interests were issued in 
accordance with a prospectus, preliminary prospectus, registration 
statement or offering memorandum filed before June 18, 1987 with a 


public authority, where the document was required by law to be filed 
before any trade in the partnership interests could commence and the 
shares were acquired in accordance with the terms of the document. 


The existing definition of prescribed shares will apply to grandfathered shares 
issued after February 1986. 


The proposal to treat oil and gas exploration expenses incurred within 60 days 
after the end of a calendar year as if incurred on the last day of the preceding 
calendar year will apply to expenses incurred after December 31, 1987. 


The extension of the “at-risk” rules to resource expenditures will apply in respect 
of such expenditures incurred by a partnership after June 17, 1987 except where 
the partnership was carrying on business on that date. This exception will lapse if 
there is a substantial contribution of capital to the partnership or substantial 
borrowings by the partnership after June 17, 1987. 


Background 


The existing flow-through share provisions permit a principal business corporation 
to renounce its resource expenditures to its shareholders. The renounced 
expenditures are treated as having been incurred by the shareholders. 


Certain “prescribed shares” do not qualify as flow-through shares. These shares 
are defined in the Income Tax Regulations and include shares that carry a 
guarantee, or a retraction or conversion right that is exercisable within five years 
after the date of their issue. 


Currently, for tax purposes, “grass roots” mining exploration expenditures 
incurred after 1985 under a flow-through share arrangement within 60 days after 
the end of a calendar year are treated as having been incurred on the last day of 
that year. However, oil and gas exploration expenditures do not receive this special 
treatment and the proposed measure will remove this difference. 


Resource expenditures incurred by a partnership are not deducted at the 
partnership level but flow out to the partners and are deductible as such in their 
hands. 


The existing “at-risk” rules for limited and certain other partnerships were 
introduced in the February 1986 budget. These “‘at-risk” rules limit investment 
tax credits and business losses available to limited partners to the amount of their 
investment “‘at-risk”’. These rules do not apply to resource expenditures incurred 
by such partnerships. 


The proposed changes to the prescribed share definition and the “at-risk” rules are 
complementary. The new definition will, for example, disqualify flow-through 
shares where the holder is given a put option for a predetermined amount. This 
will ensure that the investor acquires bona fide equity for which the investor is at 
risk under the flow-through share arrangement. This has the same effect as 
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applying the “‘at-risk” rules to resource expenditures incurred by limited and 
certain other partnerships. 


(f) Eligible Capital Property 


The tax law provides special rules for business-related expenditures that are 
neither deductible in full, being of a capital nature, nor eligible for capital cost 
allowance. These expenditures on account of “eligible capital property” include 
goodwill, certain customer lists and trademarks and quota rights. One-half the 
cost of eligible capital property is added to a special pool and 10 per cent may be 
written off annually, on a declining balance basis. 


It is proposed to increase the portion of an eligible capital expenditure that is 
added to the pool of cumulative eligible capital property from one-half to three- 
quarters. The portion of proceeds of disposition of an eligible capital property that 
is required to be deducted in calculating the pool will also be increased to 
three-quarters. The existing balance of a taxpayer’s pool of cumulative eligible 
capital will be increased by one-half. These proposals are generally consistent with 
the proposed increases in the portion of a capital gain that is to be included in a 
taxpayer’s income. 


The rate at which eligible capital expenditures may be written off will be reduced 
to 7 per cent, on a declining balance basis. This rate reduction generally maintains 
the amount of the annual deduction. 


For dispositions after June 17, 1987, a taxpayer will also be required to deduct, in 
calculating the balance of the pool of cumulative eligible capital, the applicable 
percentage of the proceeds of disposition of eligible capital property at the time of 
the disposition, rather than at the time at which the purchase price is required to 
be paid by the purchaser. 


The increase from one-half to three-quarters in the cost added and proceeds 
subtracted from cumulative eligible capital and the reduced write-off rate will 
apply to fiscal periods commencing after June 30, 1988 for corporations and after 
1987 for individuals and partnerships. 


For existing pools, the amount of a corporation’s opening cumulative eligible 
capital for its first fiscal period commencing after June 30, 1988 will be increased 
by one-half. For individuals, the adjustment will be made at the start of the first 
fiscal period commencing after 1987. 


Under current rules one-half of an expenditure on eligible capital property is 
added to the pool of cumulative eligible capital and one-half of the proceeds of 
disposition are deducted from this pool. The balance of the pool is written off at a 
10-per-cent rate, on a declining balance basis. Where the balance in the pool is 
negative at the end of a taxpayer’s fiscal period, the negative balance must be 
included in the taxpayer’s income. 


The policy behind the treatment of the proceeds of disposition of an eligible 
capital property was that the proceeds should be deducted in determining a 
taxpayer’s cumulative eligible capital at the time of the disposition because it 
represents, in large part, the recapture of a write-off that had previously been 
deducted. However, a court decision has effectively allowed taxpayers to defer 
recognition of amounts that are not receivable until a later year. This change is 
consistent with the treatment of depreciation recapture. 


(g) Buildings Claimed for R&D Tax Credits 


It is proposed to exclude expenditures on buildings from the tax incentives for 
scientific research and experimental development (R&D) — the 20-per-cent 
investment tax credit and the 100-per-cent write-off. The incentives for other 
capital equipment such as machinery and equipment and structures (such as a 
wind tunnel or an experimental wind or hydro energy prototype) used for R&D 
will be retained. In addition, rental payments in respect of buildings will be 
ineligible for the R&D tax credit. 


The proposal will be effective for buildings that are acquired after 1987 other than 
a building acquired after 1987 and before 1990 


e pursuant to an obligation in writing entered into by the purchaser before 
June 18, 1987, or 


e in respect of which construction commenced by or on behalf of the taxpayer 
before June 18, 1987. 


Rent and lease expenses incurred after 1987 in respect of a building will not 
qualify for the R&D credit unless incurred under the terms of a lease entered into 
by the taxpayer pursuant to an agreement in writing entered into before 

June 18, 1987. This exception will not apply to expenses incurred under the 
renewal or extension of a lease after June 17, 1987. 


Currently, taxpayers are allowed to deduct qualifying R&D expenditures of a 
current or capital nature. Capital R&D expenditures include the cost of buildings, 
structures, and machinery and equipment. Current and capital R&D expenditures 
also qualify for the 20-per-cent R&D tax credit while a 30-per-cent rate applies 
for R&D expenditures made in the Atlantic provinces and the Gaspé. A 
35-per-cent rate applies to the first $2 million of current and capital R&D 
expenditures made in a taxation year by small corporations and the 20- and 30- 
per-cent rates apply to R&D expenditures in excess of this amount. The 35-per- 
cent tax credit for current R&D expenditures is fully refundable if the corporation 
cannot use it in the year it is earned. 


Denying these tax incentives for the cost of R&D buildings will bring the tax 
treatment of R&D buildings in Canada more into line with that in other 
industrialized countries. Notwithstanding these changes, however, Canada will 
continue to offer one of the most favourable packages of R&D tax incentives 
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among the major industrialized countries. For example, the incremental R&D 
investment tax credit of 20 per cent in the United States applies only to current 
R&D expenditures. In addition, in Canada, the tax credit for R&D is applicable 
to all expenditures rather than only to incremental expenditures above a base 
amount. 


6. Business Expenses 
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Overview 


Business expenses are incurred in order to earn income. The “matching” principle 
under accounting rules requires that expenses related to particular types of 
revenue be “matched” against these revenues, that is, deducted in the same period 
in which related revenues are recognized. Often this matching principle requires 
expenses to be capitalized and amortized over the income-producing life of 

the asset. 


Tax rules are not always consistent with this matching principle. In certain cases, 
tax rules permit expenditures which are capital in nature to be deducted ona 
current basis. In other cases, tax rules permit expenditures to be deducted in 
advance of the earning of the related revenues. These circumstances permit 
substantial deferrals of taxation. 


It is proposed to reduce the mismatching of revenues and expenses in several 
situations where there now are significant differences between accounting and tax 
treatment — in the deductions now allowed for interest on vacant land and 
so-called “‘soft costs” of real estate development, and in the deduction for expenses 
of issuing securities. The proposed changes are consistent with the objectives of 
base broadening, ensure that more profitable corporations pay tax, and bring the 
tax treatment more into accord with accounting principles. 


(a) Interest and Other Soft Costs 


It is proposed that the rules which require that certain carrying charges in respect 
of vacant land be capitalized rather than deducted, be extended to carrying 
charges in respect of vacant land owned by a partnership or person in the business 
of the sale or development of land and to vacant land held in, but not used in, the 
course of a business. As well, it is proposed that the rules which require that 
taxpayers capitalize construction period “soft costs” be extended to land 
development corporations. 


The new rules will apply to vacant land carrying charges and construction period 
soft costs incurred after December 31, 1987. However, during a transitional 
period, only a portion of the relevant costs will be subject to the capitalization 
requirements. The percentage of costs subject to the new rules will increase over a 
five-year period so that 20 per cent of the relevant costs for the calendar year 1988 


will be required to be capitalized, 40 per cent for calendar year 1989, 60 per cent 
for calendar year 1990, 80 per cent for calendar year 1991 and 100 per cent after 
1991. The relevant percentages will be prorated for fiscal periods that straddle a 
calendar year-end. 


Background 


Currently taxpayers holding vacant land are denied a current tax deduction for 
interest and property taxes, known as “carrying costs”, to the extent that these 
costs exceed any income from the land. This rule does not apply to land used or 
held in the course of a business or to taxpayers whose business is the sale or 
development of land. It is proposed that this exemption be removed as well as the 
exemption for land held but not used in a business. Taxpayers will continue to be 
entitled to a current deduction for the carrying costs related to land, other than 
land inventory, used in a business. 


In addition, under the existing tax law, principal business corporations (PBCs) are 
not subject to the rules which require other taxpayers to include “‘soft costs’, 
including interest, in the capital cost of buildings under construction, renovation or 
alteration and the related land. It is also proposed that this exception for PBCs be 
removed. 


A taxpayer who owns vacant land which is used in, or held for use in, a business 
carried on by the taxpayer, including a business involving the resale or 
development of land, may deduct the related interest costs and property taxes on a 
current basis. Similarly, a PBC or a partnership of PBCs may deduct construction 
period soft costs on a current basis. 


Carrying charges on unused land and construction period soft costs are incurred to 
earn future income. To the extent that these costs are exempt from the existing 
capitalization requirements, the costs and the related revenues are, in large part, 
mismatched. 


The nature of real estate is such that it can be largely debt-financed. In addition, 
vacant land is often held for several years before it is sold, and real estate projects 
may take long periods to construct. As a result, the carrying costs of unused land 
and the soft costs attributable to building construction often represent a 
significant portion of the cost of the property while the related income is not 
earned for several years. The effect of this mismatching of revenues and costs is to 
permit these costs to shelter other income from tax. 


(b) Expenses of Issuing Securities 


Expenses of issuing or selling shares, units of trusts, interests in partnerships or 
costs of borrowing money are generally capital in nature. As such, these expenses 
are currently deductible only because of specific provisions in the tax law. To 
achieve a better matching of expenses with revenues, these expenses will no longer 
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be deductible in the year incurred. Expenses relating to the issue of shares, 
partnership interests and trust units will be amortized over a five-year period. 
Expenses relating to borrowing funds will be amortized over the greater of five 
years and the term of the debt obligation including any renewal periods. However, 
any unamortized cost will be deductible in the year in which the borrowings are 
repaid. 


The new rules will apply to issue expenses and other costs incurred after 1987 with 
respect to debt and other securities issued after that date. 


Background 


The existing rules permit taxpayers to deduct the costs of issuing securities or debt 
in the year incurred. Such costs include underwriting commissions and sellers’ 
fees, legal and accounting fees, registrars’ and transfer agents’ fees, printing 
expenses and filing fees relating to the issue. The expenses of issuing trust and 
partnership interests are also deductible in the year incurred. 


Issue expenses are generally capital in nature because the funds obtained generate 
revenues over future years. The ability to deduct issue expenses on a current basis 
permits taxpayers to use the deductions to offset income from other sources. 


Since partnership or trust income is taxed in the hands of the partners or unit 
holders, the current deductibility of issue expenses means that partners and unit 
holders are effectively able to deduct part of their investment costs. This facility 
has added to the tax advantages of tax-motivated investments. For example, 
syndicators of real estate buildings have been able to pass on deductible issue 
expenses to investors by having the buildings constructed by a partnership. 


7. Reserves of Financial Institutions 
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(a) Overview 


Reserves play an important role for financial intermediaries in determining the 
amount of income to be taxed in a year. In general, a reserve may be deducted 
from income in the current year to reflect either a reduction in the value of an 
asset (e.g., reserve for loan losses) or an increase in a liability (e.g., reserve for 
future claims under insurance policies). For lenders, the value of certain loans will 
be reduced, for example, when interest payments are in arrears and where little 
prospect exists for the collection of the full amount of the outstanding loan. For 
insurance companies, reserves recognize the fact that a large portion of their 
income, comprised primarily of premiums and investment income, must be set 
aside in a reserve to fund future claims. 


The existing provisions relating to reserves have been examined in light of two 
broad objectives: to ensure that the amounts of the permitted reserves are such as 
to prevent tax deferral opportunities and to ensure consistency of tax treatment 
among competing financial institutions. 


The government has announced in the paper New Directions for the Financial 
Sector that financial institutions will be allowed to compete in significantly more 
areas than previously. Given this context, it would be inconsistent for the tax 
system to continue to provide different reserves for tax purposes for institutions 
competing in the same marketplace. 


A review of the deduction of reserves for tax purposes has found the current 
provisions to be deficient in a number of respects. For example, 


e the deduction for loan losses allowed to banks is different from that allowed 
for competing financial institutions and provides an opportunity for the 
deferral of tax; 


e trust, mortgage loan, insurance companies and credit unions are allowed a 
reserve for doubtful accounts based on a formula which generally exceeds 
actual experience; 


e insurance companies are allowed a reserve in one year for policy dividends to 
be paid in the next year, even though only a portion of the liability will have 
accrued at the year-end; and 


¢ insurers do not always discount their liabilities in respect of expected future 
claims and thereby claim higher reserves than the value of their 
future liabilities. 


In general, it is proposed that loan loss reserves be based on the actual experience 
of financial institutions rather than on arbitrary formulas. Adjustments will also 
be made to insurers’ reserves to better match underlying income and expenses. 
Over all, the proposals will reduce the amount of reserves permitted to financial 
institutions in computing income for tax purposes and, as a consequence, will 
broaden the tax base for this low taxpaying sector. In the absence of transition 
rules, this reduction in reserves would be reflected as an increase in income in the 
year the change was effective. This would create a significant one-time tax 
liability. To spread this impact over a number of years, transition rules will be 
provided. 


The following sections describe in detail the various changes to reserves which are 
being proposed. The final section describes the transition provisions. 


(b) Loan Loss Reserves of Banks 


A number of tax provisions relating to reserves have application only for the 
banks. These are based on the regulatory rules established by the Inspector 
General of Banks. These rules will no longer be used for tax purposes in order that 
all competing financial institutions be treated in a similar fashion. 


Tax deductibility will be eliminated for amounts transferred from retained 
earnings into the special contingency reserve. This reserve may be built up to the 
amount of the Prescribed Aggregate Reserve (PAR) limit. Transfers to this 
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reserve are referred to as “PAR transfers”. Banks will no longer use a five-year 
averaging formula in calculating their loan loss provisions for tax purposes. 
Instead, a deduction will be allowed for tax purposes in the year debts are 
established to become bad or doubtful. 


These measures will become effective for taxation years beginning after 
June 17, 1987 and ending after December 31, 1987. The transition rules applying 
to these changes are described below. 


Background 


Currently, the tax deductions with respect to loan losses are based on rules set out 
by the Inspector General of Banks. One aspect of these rules are the PAR 
transfers. The PAR transfer is a deduction in respect of a general contingency, 
namely that loan losses might be significantly higher than the amount for which 
the banks already are providing in their specific and general provisions for 
doubtful debts. Given the responsibilities of the Inspector General of Banks with 
respect to the solvency of Canadian banks, it may well be appropriate to require a 
portion of retained earnings of a bank to be set aside for such a general extra 
contingency without affecting the reported earnings of the bank. However, it does 
not follow that the tax system should allow a full deduction against current income 
of amounts in respect of all such contingencies. 


Eliminating tax deductibility of PAR transfers of banks is one element in placing 
all financial institutions on an equal footing with respect to the tax treatment of 
loan losses. The PAR transfer does, however, perform one function that is not 
contingent in nature: it provides the banks a tax deduction in the event that their 
actual loss experience exceeds the five-year average loan loss experience recorded 
for accounting and tax purposes. The proposal to deduct bad and doubtful debt 
losses as they are established will replace this function of the PAR transfer. 


(c) Tax Treatment of Doubtful Debts 


The proposed changes to the tax treatment of doubtful debts place all financial 
institutions (and others part of whose ordinary business includes the lending of 
money) on a consistent basis. The permitted reserve deduction in respect of 
doubtful debts arising from loans made in the ordinary course of business will now 
be related to the actual loan loss experience of the financial intermediary. The 
formula provisions for trust and loan companies (section 33 of the Income Tax 
Act), credit unions (section 137) and life insurance companies (section 138) will 
be repealed. 


Doubtful debts may be established, depending upon the nature of a loan, on the 
basis of a loan-by-loan examination, or, where this is not feasible, on a pooled 
basis. 


Where a financial intermediary establishes a doubtful debt reserve in respect of 
aged pools of non-performing loans taking into account historical recovery rates, a 


full doubtful debt reserve will be permitted provided the criteria set out by 
Revenue Canada in Interpretation Bulletin 442 are met and the amounts are 
reasonable. Similarly, a full deduction will be allowed for the general provisions 
required by the Inspector General of Banks with respect to loans made to 
borrowers in a group of 34 heavily indebted countries. 


In cases where the reserves are based on an analysis of individual loans with 
unique characteristics and circumstances, it may not be possible to use a pooling 
approach to take into account an historical recovery rate. In such cases, the full 
deduction of a reserve for any particular loan can provide, in aggregate, a reserve 
in excess of eventual losses experienced, even though the deduction taken in each 
particular case is reasonable in the circumstances. Though subsequent recoveries 
are included in income for tax purposes, the taxpayer may have benefited from a 
tax deferral. A prescribed recovery rate will be established to reflect the average 
rates that have been observed historically, in order to provide a mechanism for 
eliminating the deferral of tax while taking into account differing circumstances in 
an administratively manageable manner. 


The proposals apply with respect to taxation years beginning after June 17, 1987 
and ending after December 31, 1987. The transition rules applying to these 
changes are described below. 


Background 


The current tax treatment of doubtful debts varies widely depending on the type of 
financial intermediary. 


e Banks are permitted to establish doubtful debt reserves which become a 
component of the tax-deductible five-year average loan loss experience 
required by the Inspector General of Banks. 


e Taxpayers whose business includes the lending of money on security 
(primarily trust and mortgage loan companies) may claim a deduction in 
respect of doubtful loans calculated using a formula provided for under 
section 33 or claim deductions for loans established to be doubtful under 
paragraph 20(1)(1) of the Income Tax Act. 


e Credit unions have the choice of claiming a deduction in respect of doubtful 
loans calculated using a formula provided for under section 137 or utilizing 
the provision found in paragraph 20(1)(1). 


e Life insurance companies may claim a deduction in respect of doubtful loans 
based on a formula provided under section 138. 


e Other taxpayers whose ordinary business includes the business of lending 
may claim a deduction in respect of a doubtful loan under 
paragraph 20(1)(1). 


Sections 33, 137 and 138 permit the taxpayer to build up a reserve of 
1 1/2 per cent on the first $2 billion and | per cent thereafter of eligible assets. 
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However, the eligible assets in each of these sections differs. Paragraph 20(1)(1) 
permits the taxpayer to establish a “reasonable amount as a reserve for doubtful 
debts”. 


The result is that the permitted reserve in respect of doubtful debts in a portfolio 
of loans differs depending on the type of financial intermediary. 


(d) Life Insurance Policy Reserves 


It is proposed that the basis of calculating maximum tax actuarial reserves for life 
insurance policies be altered. The current one-year preliminary term method for 
calculating policy reserves of life insurance corporations will be changed to a 

1 1/2-year preliminary term method. Under such a method, no policy reserve will 
be allowed in the first 1 1/2 years of a policy. This proposal will produce a better 
matching of income and expenses for tax purposes. 


The proposal applies with respect to taxation years beginning after June 17, 1987 
and ending after December 31, 1987 and will apply to all policies subject to the 
current one-year preliminary term method. Transitional rules will apply to the 
reduction in reserves for existing policies resulting from this change. 


Background 


Life insurance companies are entitled to deduct in computing their income for tax 
purposes the increase in their reserves in respect of future liabilities to 
policyholders. The maximum tax-deductible actuarial reserve permitted for 
ordinary life insurance policies is calculated on the one-year preliminary term 
method, under which no policy reserve is allowed in the first year of a policy. This 
treatment recognizes that acquisition costs of selling the policy, which currently 
are written off immediately, generally exceed the initial annual premium in the 
first year of the policy. 


In addition, further changes to reserves and the treatment of policy acquisition 
costs will be examined in light of the review being undertaken by the Department 
of Insurance in consultation with the accounting and actuarial professions with 
respect to an appropriate basis for calculating policy reserves for financial 
statement purposes. 


(e) Life Insurance Policy Dividend Reserve 


It is proposed that the amount of the allowable policy dividend deduction for any 
taxation year will be equal to the amount of policy dividends paid or accrued 
during the year in favour of the policyholder. As a result, the existing policy 
dividend reserve will be eliminated. Only the portion of a policy dividend to be 
paid after the end of the year that has accrued in favour of the policyholder before 
the end of the year may be deducted in the year. For example, for an insurer with 


a calendar year-end, three-quarters of the amount of a dividend payable at the end 
of the following year would be deductible for a policy with a March 31 
anniversary date. In addition, no deduction will be allowed to the extent that the 
policy dividend has been provided for in the policy reserve. 


The proposal will apply with respect to taxation years beginning after 
June 17, 1987 and ending after December 31, 1987. The transition rules applying 
to these changes are described below. 


Life insurance companies are allowed to deduct their policy dividends that become 
payable before the end of the year in calculating their income for tax purposes. 
They are also allowed to deduct the increase in their policy dividend reserve for 
policy dividends that will become payable in the following year. The current 
system results in the deduction of a reserve in a year for a portion of the policy 
dividend which accrues to the policyholder in the following year. 


(f) Unpaid Claim Reserve 


It is proposed that the deduction allowed with respect to reserves for unpaid 
insurance policy claims for expected future payments be required to be discounted 
for tax purposes to achieve a more appropriate measure of the expected future 
liability facing the company. 


Each insurance company will apply discounting with respect to its own historical 
claim payment experience. The discounting methodology will be applied for each 
line of business and an appropriate discount rate will be prescribed based on the 
expected period until claim settlement. 


The proposal will apply with respect to taxation years beginning after 
June 17, 1987 and ending after December 31, 1987. The transition rules applying 
to these changes are described below. 


Property and casualty insurance companies and life insurance companies are 
entitled to deduct in computing their income for tax purposes the increase in their 
reserve in respect of claims reported but not paid and claims incurred but not 
reported. The reserve must be reasonable and may not exceed that reported to the 
regulatory authority. The unpaid claim reserve was instituted in 1978 to recognize 
the deductibility of reserves for both unpaid claims and for claims incurred but not 
reported in respect of incidents occurring during a taxation year. 


Currently, the tax deduction for the unpaid claim reserve is calculated based on 
the full amount of anticipated unpaid claims, even though the claims may not be 
paid until some time in the future. 


(g) Transition: Reversal of Reserves 


The pre-reform tax rules have permitted financial intermediaries to establish 
various tax deductible reserves in respect of reductions in asset value or increases 
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in future liabilities. Usually, the current year’s reserves are deducted in computing 
income while the previous year’s reserves are included in income. The immediate 
application of the proposals that the deductions for reserves and the Tax 
Allowable Appropriations for Contingencies (TAAC) accounts of banks be 
reduced or eliminated could cause a significant financial impact on particular 
financial intermediaries. Consequently, it is proposed that the impact be 
moderated by spreading out the increased income over a five-year period. 


General Approach 


For each of the financial intermediaries, the total adjustment will be based on a 
recomputation of the affected reserve at the end of the taxation year immediately 
preceding the implementation of the new rules. In general, the difference between 
the reserves and, in the case of banks, the TAAC account, taken at the end of that 
taxation year and the reserve for that year calculated on the basis of the proposed 
changes will be brought into income in the first year subject to transitional relief. 
The total difference in reserves will then be reduced by the sum of the unclaimed 
non-capital loss carry-forward and the undeducted amounts of five-year average 
loan loss experience and undeducted PAR transfers of the banks, and the 
remainder, if any, will be allowed as a deduction in the first taxation year in which 
the proposals are effective. The amount thus allowed as a deduction will then be 
brought into income to the extent of 15, 25, 25 and 35 per cent thereof over the 
four following taxation years. 


To provide fair treatment to financial intermediaries whose taxation year does not 
coincide with the calendar year, the portion of the transitional relief required to be 
brought into income after the first transition year will be prorated on the basis of 
the overlap between the tax year and the calendar year. 


8. Life Insurance Company Taxation 
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(a) Definition of Canadian Investment Income 


Special tax rules exist for determining the amount of gross investment revenue 
attributable to Canadian insurance businesses carried on by resident multinational 
life insurance corporations and non-resident insurance corporations. It is proposed 
that these rules be altered to ensure that an appropriate amount of investment 
revenue and security gains are subject to taxation in Canada. 


The current system for determining the Canadian investment fund (CIF) and 
designating investment property will be retained. However, rules similar to the 
equity-limit rule will be adopted to restrict the amount of rental real estate assets 
that may be designated by the insurer. 


Rules will also be introduced to ensure that an appropriate portion of the insurer’s 
net investment income is attributed to the Canadian business. This will be 
accomplished by requiring that a minimum amount of net investment revenue 


(gross investment revenue less related interest and other expenses) must be 
included in Canadian income. 


This minimum amount will be calculated separately for Canadian equity property 
and rental real estate and will be based on average net investment income returns 
for all Canadian equity property and all Canadian rental real estate respectively. 
A reduced CIF will then be calculated by deducting from the CIF otherwise 
determined the value for the year of Canadian equity property and Canadian 
rental real estate designated by the insurer. The average net investment income 
return earned by life insurance companies on all Canadian investment property 
other than Canadian equity property and Canadian rental real estate will be 
applied to the reduced CIF to produce the required net investment income yield 
for such other property. The aggregate of these three minimum net investment 
income amounts will be compared with the net investment income generated by 
the investment property designated by the insurer. If a deficiency exists, the 
insurer will be required to designate additional assets to achieve the minimum net 
investment income target. A similar rule will apply for gains on the disposition of 
investment property. In addition, certain consequential and other changes relating 
to the determination of the income of the Canadian operations of multinational 
insurers will be made. Technical details of these changes will be discussed with 
industry shortly. 


The changes proposed will apply with respect to taxation years beginning after 
June 17, 1987 and ending after December 31, 1987. Special transition measures 
will apply with respect to these changes. 


Background 


Resident multinational life insurance companies and non-resident insurance 
companies carrying on business in Canada are exempt from tax on income from 
their foreign operations. Currently, there are specific tax rules to determine the 
amount of gross investment revenue attributable to a Canadian insurance business 
and includable in Canadian income. These rules involve the computation of a 
“Canadian investment fund” (CIF) for the year, the amount of which represents 
the total value for the year of investment property that must be designated by the 
insurer as property used or held in a Canadian business. The gross investment 
revenue generated from such designated investment property is reported as 
Canadian income. The CIF is determined differently for resident multinational 
life insurers and non-resident insurers but is designed to produce similar results — a 
proper allocation of investment property to Canada. 


Insurance companies currently have flexibility in designating assets for Canadian 
operations. The flexibility in the rules allows insurance companies to designate 
assets with lower yields or assets which generate low tax revenues such as 
Canadian stocks generating tax-free dividends. 


The proposals do not require a totally new approach to the calculation of the 
investment income attributable to Canadian operations. They correct the 
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deficiencies of the current system by requiring a minimum amount of net 
investment income and gains to be reported in Canada. 


In designating assets to the CIF, insurance companies will now have to meet a 
value test, a net investment revenue test and a minimum amount of gains test. 
These tests will ensure that an appropriate amount of Canadian income is reported 
by the insurer. The change will affect only those insurance companies which 
operate both in Canada and abroad. 


(b) Investment Income Tax 


A special investment income tax will apply to investment income accruing to fund 
insurance liabilities of life insurance companies. 


The rate of tax will be 15 per cent. Investment income accruing to fund liabilities 
attributable to the companies’ annuity business will be exempt from the tax. In 
addition, the tax will not apply on investment income related to fixed contractual 
liabilities entered into before January 1, 1988. Deductions will be allowed from 
the investment income tax base for expenses associated with earning Canadian 
investment income and for business income of life insurance companies already 
subject to tax under Part I of the Income Tax Act. 


The proposal will apply with respect to taxation years beginning after 

June 17, 1987 and ending after December 31, 1987. The rate will be phased in 
over a period of five years with a rate of 3 per cent in 1988, 6 per cent in 1989, 
9 per cent in 1990, 12 per cent in 1991 and 15 per cent in 1992 and subsequent 
years. 


Background 


A similar 15-per-cent tax on investment income of life insurers was in place 
between 1969 and 1978. The new investment income tax will be an improved 
version of the tax in place before 1978. The current exemption from tax of 
investment income built up in life insurance policy reserves creates a bias in favour 
of insurance. The new tax will ensure that the investment income accumulating 
over the years in the policy reserves of life insurance companies bears a reasonable 
level of tax. 


Chapter 6: Tax Avoidance and Compliance 


The government has been concerned for some time about tax avoidance 
arrangements that erode the tax base and undermine the fairness of the Canadian 
tax system. The fundamental principle that the tax system should be, and should 
be seen to be, fair is essential to the integrity of our self-assessment system. 


Many opportunities for tax reduction occur as a result of sophisticated strategies 
that often involve the combined or serial application of various technical provisions 
to yield unintended tax advantages. These arrangements are generally carried out 
primarily for tax advantage and certain elements of the arrangement often have 
no genuine business purpose. The important goal of tax system fairness requires 
action to curtail the increase in this type of tax avoidance activity. 


The government has recently introduced detailed rules to prevent specific types of 
tax avoidance transactions such as loss trading, claims of losses and tax credits 
through limited partnerships for more than investors had at risk, and carve-out 
arrangements whereby profitable resource companies transferred properties to 
other companies with tax losses in order to reduce tax. These rules were necessary 
because the existing statutory provisions were inadequate to prevent such tax 
avoidance arrangements. Although such detailed rules are sometimes required, 
they are not always desirable. Technical anti-avoidance rules make the tax system 
more complex; they sometimes create additional unintended loopholes, and they 
do not deal with transactions completed before the amendments become effective. 


Further, while judicial limits on tax avoidance activity in Canada continue to 
evolve, Canadian courts have consistently rejected the absence of a business 
purpose as a basis on which to curtail tax avoidance transactions. 


The present method of dealing with tax avoidance activity needs to be improved. 
Consequently, measures are proposed to enhance the existing anti-avoidance 
provisions and to alter requirements for information reporting and penalties. The 
proposed measures include: 


e the introduction of a new general anti-avoidance rule to prevent artificial tax 
avoidance arrangements; 


° the repeal of certain specific anti-avoidance rules that will no longer be 
necessary in light of the introduction of the general anti-avoidance rule; 


¢ amendments to reinforce other specific anti-avoidance rules; 
° expanded information reporting requirements; and 


e selective increases to, and a rationalization of, existing tax penalties and 
offences, particularly for chronic non-compliance by taxpayers. 
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The proposed measures will reduce the recent legislative trend toward an array of 
specific anti-avoidance rules and the resulting increase in complexity of our tax 
laws. These measures will improve the government’s ability to deal more 
effectively with chronic non-compliance and will provide a new statutory basis for 
the courts to rule against artificial tax avoidance arrangements. 


General Anti-Avoidance Rule 
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The government believes that the existing provisions of the Income Tax Act are 
inadequate to deal with a number of blatant tax avoidance arrangements. The 
existing subsection 245(1), which disallows any deduction for a disbursement or 
expense that would reduce income artificially or unduly, is of limited application. 


The government is convinced that a change in direction is required to reduce what 
was succinctly described by the Supreme Court of Canada in the Stubart case 
(Stubart Investments Ltd. v. The Queen) as the “... action and reaction endlessly 
produced by complex, specific tax measures aimed at sophisticated business 
practices, and the inevitable, professionally guided and equally specialized 
taxpayer reaction.” 


Therefore, the government proposes to repeal subsection 245(1) of the Income 
Tax Act and some other anti-avoidance rules aimed at specific types of avoidance 
and to introduce a new general anti-avoidance rule which is intended to prevent 
artificial tax avoidance arrangements. The new general anti-avoidance rule is 
intended to strike a balance between taxpayers’ need for certainty in planning 
their affairs and the government’s responsibility to protect the tax base and the 
fairness of the tax system. Not all tax avoidance transactions are artificial. The 
new rule will establish limits to acceptable tax avoidance. 


This new general anti-avoidance rule is to be reflected in a proposed new section 
245 of the Income Tax Act. A draft of the proposed new section, together with 
detailed explanatory notes, is set out in Annex | to this paper. 


Generally, the new rule will provide that an avoidance transaction, as defined, is to 
be ignored for tax purposes. The result is that a taxpayer’s tax position is 
determined without reference to the transaction. For the purposes of the new rule, 
an avoidance transaction will be defined in a way that introduces a statutory 
business purpose test and a statutory concept of step transaction into Canadian 

tax law. 


It is recognized that the introduction of the new rule will inevitably carry with it a 
degree of uncertainty that in some cases can only be clarified through judicial 
interpretation of specific cases. To minimize this uncertainty to the maximum 
extent possible, the detailed explanatory notes in Annex | describe the new rule in 
some detail and how it is intended to deal with artificial tax avoidance 
arrangements. As well, to assist taxpayers in better understanding the proper 
interpretation of the new rule, one or more interpretation bulletins or circulars will 
be issued as to the applicability of the new rule in certain circumstances. 


Overhaul of Specific Anti-Avoidance Rules 


The Income Tax Act currently contains specific anti-avoidance provisions that are 
designed to limit tax avoidance in particular circumstances. Some of these 
provisions are deficient and have seldom been applied. Others may become 
unnecessary when the new general anti-avoidance rule is introduced. To minimize 
the uncertainty caused by the new general anti-avoidance rule and to simplify the 
tax law and its administration, some of these specific rules will be reviewed to 
consider whether they should be repealed or revised. Some specific rules that are 
being considered in this review include: 


e subsection 55(1), which deals with the artificial or undue reduction (increase) 
in a capital gain (loss); 


e subsections 56(3) and 56(4), which deal with income or profits of a taxpayer 
that are diverted to another person; 


© section 68, which deals with the reasonable allocation of the purchase price of 
property; 


e section 69, which deals with non-arm’s length transfers; 


e subsection 245(1.1), which deals with the conversion of income into capital 
gains; and 


e subsection 245(2), which deals with the conferral of benefits on one taxpayer 
by another. 


Further, some of the existing specific provisions will be strengthened to correct 
potential weaknesses and anomalies that have been identified by the tax 
administration, taxpayers and tax advisers. In particular, it is proposed to amend 
the associated corporation and related person rules so that they operate more 
effectively. Because of apparent weaknesses in these rules, a single economic entity 
can gain multiple access to the small business deduction which provides special 
low tax rates for active business income of Canadian-controlled private 
corporations below $200,000 a year. 


New Information Reporting Requirements 


The government also proposes to introduce a Series of new tax reporting and 
compliance measures. New reporting mechanisms will: 


© extend the current requirement to provide Social Insurance Numbers or other 
taxpayer identification numbers on tax information slips reporting interest on 
bearer debt securities to other categories of reported income; 


° require the reporting by investment dealers and other financial institutions of 
information relating to transactions involving shares, bonds, options, futures 
and other securities on behalf of taxpayers; 
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e require information reporting by tax shelter promoters and by partnerships; 


¢ require information reporting relating to cross-border transactions and 
provide access to foreign-based information and records. 


In addition, legislative amendments will be introduced to increase the effectiveness 
of certain penalty provisions of the Income Tax Act. A more detailed description 
of these proposed changes is set out in Annex 2 to this paper. 


Chapter 7: Conclusion: Next Steps 


The proposals for reform of Canada’s income tax system set out in this paper were 
developed with the benefit of recommendations received from groups and 
individuals in every region of Canada during a lengthy and comprehensive 
consultation process. The government believes that these proposals to lower tax 
rates and reduce tax preferences, taken together, respond to the desires for reform 
of many Canadians. Over all, the reform package will result in a tax system that is 
fairer, better balanced, more effective, more understandable and more appropriate 
to Canadian needs and priorities. 


Even before the reforms to the federal sales tax are completed and the second 
stage of reform has concluded, the benefits of reform of the personal and 
corporate income tax will be clear and widely felt. Taxes will be reduced for the 
vast majority of Canadians who have not made extensive use of special tax 
deductions and credits. Investments and business decisions will be based on less 
biased, more understandable tax provisions, and the environment for economic 
growth and job creation will be enhanced. Through more use of tax credits and 
other measures, more resources will be directed equitably to the individuals and 
families who need them most, in accordance with our social priorities. Government 
will have a more stable source of revenues to promote the economic and social 
priorities of all Canadians. 


To achieve these results, the government intends to act expeditiously to implement 
the income tax reform proposals. In general, the measures set out in this paper will 
become effective starting in the 1988 taxation year. The government welcomes 
comments over the next few months on the best means of implementing the 
measures. These comments will be of assistance in the preparation of legislation to 
give effect to the proposals. The government intends to bring forward Ways and 
Means Motions to Parliament by the end of 1987. It also intends to ask the 
Standing Committee on Finance and Economic Affairs of the House of Commons 
to review this paper. This review will provide members of Parliament and the 
general public with opportunities to comment on the proposals for tax reform 
before they are put into effect. 
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Annex 1 


General Anti-Avoidance Rule: Explanatory Notes 


Proposed new section 245 is a broad general anti-avoidance rule which is intended 
to prevent artificial tax avoidance transactions or arrangements but at the same 
time is not intended to interfere with legitimate commercial and family 
transactions. Consequently, the rule proposed seeks to distinguish between 
legitimate tax planning and artificial tax avoidance so as to establish a reasonable 
balance between the protection of the tax base and the need for certainty for 
taxpayers in planning their affairs. 


Proposed section 245 represents a different approach to anti-avoidance measures. 
It introduces the concepts of “bona fide business purpose” and “step transaction” 
into the Income Tax Act. General comments on the proposed rule and the reasons 
for its introduction are discussed below. 


Proposed subsection 245(1) provides that an avoidance transaction is to be ignored 
in determining the income, taxable income, tax payable or other amount payable 
of, or refundable to, any person under the Act. For this purpose, a definition of an 
avoidance transaction is provided in proposed subsection 245(2). 


Proposed subsection 245(1) also provides that an avoidance transaction will be 
ignored for income tax purposes despite the fact that the transaction, or some part 
of it, is expressly dealt with in other sections of the Act. Most transactions that 
comply with the express provisions of the Act are not intended to be affected by 
the application of the general anti-avoidance rule. For example, a transaction that 
qualifies for a tax-free rollover under an explicit provision of the Act and that is 
carried out in accordance with the letter and the spirit of that provision will not be 
subject to proposed section 245. However, where the transaction is part of a series 
of transactions designed to avoid tax, the rule may apply. If, for example, in 
contemplation of a sale of property to a third party, the taxpayer first transfers the 
property to a shell corporation in exchange for shares and subsequently sells the 
shares in order to convert an income gain into a capital gain, the proposed section 


may apply. 


Proposed subsection 245(1) applies as a provision of last resort after the 
application of the other provisions of the Act. It is not intended to be applied as an 
alternative to other specific anti-avoidance provisions. Consequential amendments 
will be made to other statutory provisions, such as subsections 247(1) and 103(1), 
clarifying that those provisions are to be applied before proposed section 245. 
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If a transaction is an avoidance transaction, it is ignored for tax purposes. In 
effect, the tax consequences — the income, taxable income, tax payable and any 
other amount payable of, or refundable to, the parties to the transaction and any 
other relevant persons — are determined as if the transaction had not occurred. 
The section does not permit the “‘recharacterization” of a transaction for the 
purpose of determining whether or not it is an avoidance transaction. In other 
words, it does not permit a transaction to be considered to be an avoidance 
transaction because some alternative transaction that might have achieved an 
equivalent result would have resulted in higher taxes. However, the Minister of 
National Revenue is required to determine the income, taxable income, tax 
payable or other amount payable of, or refundable to, any person, ignoring the 
avoidance transaction on a basis that is reasonable in the circumstances. This 
“reasonable basis” approach recognizes that it is not possible to prescribe the 
appropriate tax consequences for the range of avoidance transactions to which the 
rule might apply. 


By virtue of proposed subsection 245(4), the Minister may, inter alia, disallow all 
or part of any deduction in computing income, taxable income, or tax payable, 
allocate all or part of any deduction, income, loss or other amount to any person or 
recharacterize a payment or other amount. A taxpayer has the right to dispute, 
through the ordinary notice of objection and appeal procedures, not only the 
determination that a transaction is an avoidance transaction, but also the 
Minister’s determination of the appropriate tax consequences ignoring the 
avoidance transaction. 


Proposed subsection 245(2) defines an avoidance transaction on an inclusive basis. 
It is expected that whether or not a particular transaction is an avoidance 
transaction will be determined on the basis of many factors, including the 
particular transaction, its form and substance and the expressed intent of the 
relevant provisions of the Act, but the definition is intended to differentiate 
between artificial tax avoidance transactions and legitimate commercial and 
family transactions. 


Generally, for the purposes of proposed section 245, a transaction is defined to be 
an avoidance transaction if it has certain specified results, namely a significant 
reduction, avoidance, deferral or refund of tax and is not carried out primarily for 
bona fide business purposes. The reduction in tax must be significant. Rules are 
not provided as to what constitutes “significant”; this question must be determined 
in each case on its particular facts and it must be determined after the application 
of all the other provisions of the Act. For example, if a transaction results in an 
unreasonable deduction, section 67 is first applied to reduce the deduction to a 
reasonable amount. Only after the reduction would proposed section 245 be 
applied to determine if the transaction, by its nature and not its quantum, is an 
avoidance transaction because it results in a significant reduction of tax. 


The reference to “other amount payable under this Act” is intended to cover 
interest, penalties, the remittance of source deductions and other amounts that do 
not constitute income tax payable. 


Under proposed paragraph 245(2)(a), a transaction that results in a significant 
reduction, avoidance, deferral, or refund of tax is considered to be an avoidance 
transaction unless the transaction may reasonably be considered to have been 
carried out primarily for bona fide business purposes. In effect, this aspect of the 
definition of an avoidance transaction introduces a statutory business purpose test. 
A tax avoidance transaction will be disregarded for income tax purposes if it is not 
carried out primarily for a bona fide business purpose. It is intended that ordinary 
commercial transactions will not be affected by the new provision since they will 
usually have legitimate business objectives or purposes. In this context, the term 
business is intended to have its broad ordinary meaning rather than its technical 
meaning as a source of income under the Act. 


Where a transaction is carried out for a combination of bona fide business 
purposes and tax avoidance, the primary purpose of the transaction must be 
determined. This will likely involve weighing and balancing the tax and non-tax 
purposes for the transaction. If, having regard to the circumstances, a transaction 
is determined to meet the business purpose test, it will not be considered to be an 
avoidance transaction. Thus, a bona fide business transaction will not be 
considered to be an avoidance transaction because, incidentally, it results in a 
significant reduction, avoidance or deferral of tax or because tax considerations 
were a Significant purpose — but not the primary purpose — for carrying out the 
transaction. The purpose of proposed section 245(1) — countering artificial tax 
avoidance — is relevant in determining whether or not the subsection applies in a 
particular case. 


Ordinarily, transitory arrangements would not be considered to have been carried 
out primarily for bona fide business purposes. Such transitory arrangements might 
include an issue of shares that are immediately redeemed or the establishment of 
an entity, such as a corporation or partnership, followed within a short period by 
its elimination where the primary purpose of the arrangement is to obtain a tax 
benefit. 


An avoidance transaction is also expressly defined in proposed paragraph 
245(2)(b) to include a step transaction — that is, one that is a part of a series of 
transactions — in a series that results in a significant reduction, avoidance, deferral 
or refund of tax unless the transaction itself may reasonably be considered to have 
been carried out primarily for bona fide business purposes. Note that subsection 
248(10) provides that a series of transactions includes any related transactions or 
events completed in contemplation of the series. 


Proposed paragraph 245(2)(b) provides that any step in a series of transactions 
that results in significant tax avoidance will be ignored unless its primary objective 
is to achieve some legitimate business purpose. To avoid the rule, each step in such 
a series must be carried out primarily for bona fide business purposes. This 
recognizes that one step in a series of transactions may not by itself result in a 
significant reduction of tax. Thus, where a taxpayer, in carrying out a series of 
transactions, inserts a transaction that is not carried out primarily for bona fide 
business purposes and the series results in a significant reduction of tax, that 
transaction may be ignored for tax purposes. 
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In the absence of a specific provision in the Act to the contrary, the proposed 
paragraph 245(2)(b) might apply to treat the sale of the shares of a subsidiary 
corporation by its parent as a sale of the underlying property rather than as a 
share sale where all of the business assets of the parent were transferred by it to 
the subsidiary shortly before the shares were sold. Since there is no policy reason 
to treat the share sale differently depending on when the business assets were 
incorporated, it is proposed to add a new rule to the Income Tax Act to ensure 
that in these cases the shares of the subsidiary would be capital property to the 
parent. 


The new rule will provide that the shares of a wholly-owned subsidiary will 
constitute capital property where they were issued in exchange for all or 
substantially all of the property used in a business previously carried on by the 
parent. The new rule will not apply where the business is not transferred — for 
example, if only some of the assets used in a business were transferred on a 
rollover transaction by the parent to the subsidiary but the business itself was 
retained. In these circumstances if the series resulted in a significant tax reduction 
and the rollover of the assets could be considered to be a part of the series of 
transactions in which the shares were sold, the rollover could be characterized as a 
step transaction. In this case, the rollover could be challenged under either 
paragraph 245(2)(a) or (b). 


A similar rule will be provided to permit individuals to incorporate business assets 
in order to qualify for the proposed increase in the lifetime capital gains exemption 
to $500,000 after 1987 for shares of a small business corporation. 


Proposed new subsection 245(3) provides several clarifying rules of interpretation 
for the purposes of proposed section 245. 


The term “transaction” is defined in proposed paragraph 245(3)(a) to include an 
arrangement, scheme or event. Although the existing subsection 245(1) applies 
only to transactions resulting in deductions relevant in computing income, the 
wording of the new provision is intended to include all types of artificial tax 
avoidance schemes. 


Proposed paragraph 245(3)(b) provides that the reduction, avoidance, deferral or 
refund of tax is not itself a bona fide business purpose. 


Proposed subsections 245(4) and (5) provide specific rules relating to the 
application of proposed new section 245. As discussed above, if a transaction is 
found to be an avoidance transaction, the tax consequences must be determined as 
is reasonable in the circumstances. Without restricting the generality of this 
approach, proposed subsection 245(4) provides that deductions may be disallowed, 
income, loss or other amounts may be allocated to any person and the nature of 
any payment or other amount may be recharacterized. For example, payments 
under an agreement that may in legal form be a lease may be characterized as 
proceeds of disposition of property where, having regard to the agreement as a 
whole, the transaction in substance represents a sale. 


As another example, where property is transferred to an intermediary corporation 
for shares in contemplation of an arm’s length sale of the property, proposed 
subsection 245(1) might be applied if the sale to the intermediary corporation is 
found to be an avoidance transaction. Therefore, the appropriate tax treatment 
might be to treat the taxpayer as having sold the property directly to the ultimate 
purchaser. Further, it might be appropriate in this situation for the Minister under 
subsection 245(4) to approve an increase in the cost base of the shares in the 
intermediary corporation in order to prevent the double taxation of the sale 
proceeds of the property — once when the property was sold and again when the 
the taxpayer disposes of the shares of the intermediary corporation. 


By virtue of proposed subsection 245(5), the Minister of National Revenue is 
authorized to make appropriate adjustments, where a transaction is found to be an 
avoidance transaction, to eliminate any double taxation. An adjustment under 
proposed subsection 245(5) may be made with respect to any person, not just those 
persons who are parties to the transaction. The Minister is required to notify, 
within a reasonable time, any person with respect to whom an adjustment is made. 
A person is entitled by virtue of proposed paragraph 245(5)(b) to request the 
Minister to make an adjustment to eliminate double taxation. If the Minister 
refuses, he must notify the person within a reasonable time, and the person has the 
right under proposed paragraph 245(5)(c) to appeal such refusal as if it were an 
assessment of tax. 


Proposed subsection 245(6) is a statutory statement of the purpose of section 245. 
The proposed general anti-avoidance rule is intended to apply only to artificial tax 
avoidance transactions and arrangements. It is not intended to affect legitimate 
commercial and family transactions. Therefore, although many transactions may 
come within the literal wording of proposed subsection 245(2) which defines an 
avoidance transaction, they are not subject to subsection 245(1) since they are not 
within the statutory ambit of the provision — that is, they are not artificial tax 
avoidance transactions. 


The statement of purpose in proposed subsection 245(6) is intended to provide 
some guidance in applying and interpreting the new general anti-avoidance rule. 
This subsection 245(6) is not intended to establish a separate test or definition of 
an avoidance transaction. Rather it is intended as an indication of the broad 
general purpose of the new anti-avoidance rule which will facilitate the 
interpretation and application of the rule, especially proposed subsections 

245(2) and (3). 


Generally, an avoidance transaction is one that is entered into for the primary 
purpose of avoiding tax. Often, alternative transactions are available to achieve a 
particular commercial result. If a taxpayer selects a transaction that minimizes his 
tax liability, he should not be taxed as if he had engaged in other transactions that 
would have resulted in higher taxes. However, the provisions of the Income Tax 
Act are intended to apply to genuine business transactions, not to transactions 
intended to exploit, misuse or frustrate the words of the Income Tax Act to 

avoid tax. 
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Not all tax avoidance is artificial. It is recognized that tax planning — arranging 
one’s affairs so as to attract the least amount of tax — is a legitimate and accepted 
part of Canadian tax law. Otherwise, certain tax incentives provided expressly in 
the legislation would be neutralized. On the other hand, anti-avoidance rules are 
needed to prevent artificial tax avoidance. Proposed section 245 achieves this by 
permitting artificial tax avoidance transactions to be ignored. Tax avoidance 
arrangements that are not artificial are not subject to proposed section 245. 


The application of proposed section 245 must be determined by reference to the 
facts in a particular case in the context of the scheme of the Act. For example, the 
attribution provisions of the Income Tax Act set out detailed rules that seek to 
prevent a taxpayer from splitting income among a spouse and minor children. A 
review of the scheme of these provisions indicates that income-splitting is only of 
concern in transactions involving spouses or children under 18 years of age. The 
attribution rules are not intended to apply to other transactions such as gifts to 
adult children. This can be discerned from a review of the scheme of the Act, its 
relevant provisions, particularly the detailed attribution rules, and extrinsic aids. 
Thus a straightforward gift from a parent to an adult child is not intended to be 
within the scope of the anti-avoidance or the attribution rules. If, however, the gift 
is made so that the adult child can acquire an investment, and the income from the 
investment is gifted by the child to the parent, proposed section 245 might well 
apply where the purpose for the series of transactions is the reduction, avoidance 
or deferral of tax. 


As another example, “estate freezing” transactions whereby a taxpayer transfers 
future growth in the value of assets to his children or grandchildren will not 
ordinarily be avoidance transactions to which the new rules would apply despite 
the fact that they may result in a significant deferral, avoidance or reduction of 
tax. Given the scheme of the Act and the change proposed on the Ways and 
Means Motion tabled in the House in June, 1987 to the attribution rules to 
accommodate estate freezes, such transactions would not ordinarily be subject to 
the proposed general anti-avoidance rule. 


Another example involves the transfer of gains or losses within a related group of 
corporations. There are a number of provisions in the Income Tax Act that limit 
the transfer of losses, deductions and credits between unrelated taxpayers, 
particularly corporations. The loss limitation rules introduced recently to apply on 
a change of control of a corporation represent an important example. The rules 
also limit unused investment tax credits and resource exploration and development 
expenses on a change of control. These rules are generally restricted to the transfer 
of losses, deductions and other amounts to unrelated parties. There are explicit 
exceptions for transfers between related Canadian corporations. In fact, the 
scheme of the Act as a whole, and the expressed intent of the corporate loss 
limitation rules, clearly permit many such transactions between related 
corporations. Thus, it is not intended that transactions between related 
corporations will ordinarily fall within the scope of proposed section 245. 


However, not all inter-company transactions within a related corporate group will 
necessarily be outside the scope of the anti-avoidance rule. There may be 
circumstances where proposed section 245 would apply — for example: 


e where the transaction results in the deduction of the same amount twice; or 


e where the transactions are entered into to make two or more corporations 
related only for the purpose of avoiding a loss limitation. 


It is noted that the new subsection does not make provision for any specific penalty 
for taxpayers who participate in an avoidance transaction as defined. The Minister 
of Finance believes that some penalty is desirable. The need for, and nature of, 
this appropriate penalty will be explored. One option is for a penalty to be levied in 
the case of avoidance transactions that is a specified percentage of the amount of 
tax deferred, avoided or reduced in a taxation year as a consequence of the 
avoidance transaction. 


General Anti-Avoidance Rule: Draft Legislation 


1. Subsection 245(1) of the Income Tax Act is repealed and the following 
substituted therefor: 


General Anti-Avoidance Provision 


“*245.(1) Notwithstanding any other provision of this Act, where a 
transaction is an avoidance transaction, the income, taxable income, tax payable 
or other amount payable of or refundable to any person under this Act shall be 
determined as is reasonable in the circumstances ignoring the transaction. 


Avoidance transaction 
(2) An avoidance transaction includes: 


(a) any transaction that results in a significant reduction, avoidance, deferral 
or refund of tax or other amount payable under this Act, unless the 
transaction may reasonably be considered to have been carried out primarily 
for bona fide business purposes; or 


(b) any transaction that is part of a series of transactions or events, which 
series results in a significant reduction, avoidance, deferral or refund of tax 
or other amount payable under this Act, unless the transaction may 
reasonably be considered to have been carried out primarily for bona fide 
business purposes. 


Interpretation 
(3) For the purposes of this section, 
(a) “transaction” includes an arrangement, scheme, or event; and 


(b) for greater certainty, the reduction, avoidance, deferral or refund of tax 
or other amount payable under this Act shall not be considered to be a bona 


fide business purpose. 
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Adjustments 


(4) Where subsection (1) applies, in determining the income, taxable income, 
tax payable or other amount payable of or refundable to any person under 
this Act as is reasonable in the circumstances, without restricting the 
generality of the foregoing, 


(a) any deduction in computing income, taxable income, or tax payable or 
any part thereof may be disallowed in whole or in part; 


(b) any such deduction, and any income, loss or other amount or part thereof 
may be allocated to any other person; and 


(c) the nature of any payment or other amount may be recharacterized. 


Adjustments by the Minister or on request 


(5) For the purposes of this section, 


(a) the Minister, in order to eliminate double taxation, may make any 
adjustment to income, taxable income, tax payable, or other amount payable 
or refundable under this Act of any person other than a person referred to in 
subsection (4), and the Minister shall notify the person of the adjustment 
within a reasonable time; 


(b) any person other than a person referred to in subsection (4) shall be 
entitled, within 90 days of the day of mailing of any notice of assessment to 
any person for the year in which the avoidance transaction occurred, to 
request the Minister to make an adjustment pursuant to paragraph (a), and 
where the Minister refuses to make an adjustment the person shall be 
notified of such refusal within a reasonable time; and 


(c) the provisions of paragraphs 56(1)(1) and 60(0) and Divisions I and J, as 
they relate to an assessment or a reassessment and to assessing and 
reassessing tax, are applicable, with such modifications as the circumstances 
required, to a refusal to make an adjustment under paragraph (b). 


Purpose 


(6) The purpose of this section is to counter artificial tax avoidance.” 


Annex 2 


Information Reporting and Compliance Measures 


Overview 


Two basic themes underlie the new reporting and compliance measures: to ensure 
better reporting and to provide more effective means of identifying potential tax 
avoidance. Many of the changes are specifically directed at circumstances of 
chronic or persistent non-compliance. Further, the enforcement procedures of the 
tax law are simplified for minor non-compliance by converting fines, payable on 
summary conviction, to automatic penalties. 


The details of the new reporting and compliance measures are set out below. 


Except as expressly described in the commentary, the tax measures implementing 
these proposals will be effective on Royal Assent to the enacting legislation 
implementing the measures. 


Penalties for Violation of the Act 


Subsection 162(1) of the Income Tax Act imposes a penalty for failure to file tax 
returns within a prescribed time, as required under subsection 150(1). The penalty 
is the sum of 5 per cent of the unpaid tax plus | per cent per month not exceeding 
12 months. Subsection 163(1) of the Act imposes a penalty for willful failure to 
file a tax return of 50 per cent of the tax sought to be evaded. 


Subsections 162(1) and 163(1) of the Act will be consolidated to provide a two- 
tier penalty. A first occurrence penalty will apply where a taxpayer has failed to 
file his tax return as required and there is tax owing for the year. This penalty will 
be an amount equal to the greater of $25 and the sum of 5 per cent of the unpaid 
tax for the year to which the return relates plus 1 per cent per month of the unpaid 
tax not exceeding 12 months. A second occurrence penalty will apply where a 
taxpayer has previously been subject to a penalty under this provision within the 
preceding three taxation years and a demand has been made by Revenue Canada, 
Taxation for the tax return. Where there is tax owing for the year, the penalty will 
be an amount equal to the greater of $50 and the sum of 10 per cent of the unpaid 
tax for the year to which the return relates plus 2 per cent per month of the unpaid 
tax not exceeding 20 months. 
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Subsections 234(2) and (4) of the Act provide fines, upon summary conviction, for 
failure to file within the prescribed time certain information returns (T600 and 
NR601 and NR602). There is a minimum fine of $10 and a maximum fine of 
$100. The amount of the fine under both of these subsections will be changed to 
an automatic $50 penalty. 


Subsections 235(1) and (2) of the Act provide penalties for failure to file within a 
prescribed time certain information returns (T4, T4A, NR1, NR4, TS, T3D and 
T3R). The penalty imposed under either subsection is $10 a day to a maximum of 
$2,500. The amount of the penalty will be changed to an amount, not exceeding 
$5,000, equal to the greater of $100 and $25 per day per return. 


Subsection 163(2) of the Act imposes a penalty where a taxpayer knowingly, or in 
circumstances amounting to gross negligence, participated in or made a false 
declaration in a return, form, certificate, statement or answer. The penalty is an 
amount equal to 25 per cent of the tax on the understatement of income. This 
provision will be changed to provide for a penalty of an amount equal to the 
greater of $100 and 50 per cent of the tax on the understatement of income. 


Subsection 227(8) of the Act provides a penalty for failure to withhold or deduct 
an amount of tax at source where required under the Act. The penalty is 10 per 
cent of the amount not deducted or withheld. This subsection will be changed to 
provide a two-tier penalty. A first occurrence penalty will be 10 per cent of the 
amount not withheld or deducted and the second occurrence penalty, where a 
taxpayer has been subject to a penalty under this subsection in the preceding three 
taxation years, will be 20 per cent of the amount not deducted or withheld. 


Subsection 227(9) of the Act imposes a penalty for failure to remit or pay an 
amount deducted or withheld. The current penalty is the greater of $10, or 10 per 
cent of the amount not remitted or paid. This subsection will be changed to 
provide for a two-tier penalty which is the same as that provided under subsection 
227(8). 


Offences Under the Act 
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Subsection 238(1) of the Act provides for a fine upon summary conviction of $25 
per day of default for a person charged and found guilty of failing to file a return 
or to provide certain information. Subsection 238(2) of the Act provides for a 
minimum fine of $200 and a maximum fine of $10,000 and/or imprisonment for 
up to six months, for failure to comply with certain provisions of the Act. 


Subsections 238(1) and (2) will be combined and will provide, except for failure to 
provide information described in paragraph 221(1)(d.1), for a fine of not less than 
$1,000 nor more than $25,000, imprisonment for up to one year, or both. In 
addition, a compliance order provision similar to that provided under subsection 
231.2(7) of the Act will be included. 


Subsection 239(1) of the Act provides fines for tax evasion of 25 per cent to 
200 per cent of the tax sought to be evaded. In addition to the fine there is a term 


of imprisonment for up to a maximum of two years. In such cases, subsection 
239(2) of the Act allows for proceedings by indictment at the election of the 
Attorney General and upon such election there is a term of imprisonment of a 
minimum of two months and a maximum of five years. Subsection 239(1) will be 
changed to increase the minimum fine to 50 per cent of the tax sought to be 
evaded. For proceedings upon indictment the minimum fine will be increased to 
100 per cent. In addition, the minimum term of imprisonment under subsection 
239(2) of the Act will be removed. 


Section 241 of the Act prohibits the communication of information obtained by 
the Minister of National Revenue for purposes of the Act except as authorized in 
that section and provides a fine not exceeding $1,000 or imprisonment for a term 
not exceeding two months, or both. This section will be changed to provide for a 
fine of an amount not exceeding $5,000 or imprisonment for a term not exceeding 
one year, or both. 


New Penalties 


A new provision will impose a $10 penalty for any cheque given to Revenue 
Canada, Taxation that is not honoured after 1987. 


There will be a new penalty introduced for a failure to report income or an 
omission of income which results in an understatement of tax liability in 
circumstances where it would not be appropriate to impose a penalty for a false 
statement or omission under subsection 163(2). This penalty will not apply to the 
first omission but, upon a second omission within three years, a penalty of an 
amount equal to 25 per cent of the understated tax will apply. This penalty will be 
effective on Royal Assent to the implementing legislation. 


There will be a new penalty introduced for late or deficient instalment payments 
to encourage compliance. At present, subsection 161(2) of the Act imposes an 
interest charge at the prescribed interest rate on late or deficient instalments. The 
penalty will be one-half of this interest charge. This new penalty will be effective 
for the 1989 and subsequent taxation years. 


Information Reporting 


There will be a requirement for individuals to supply their Social Insurance 
Number to any person or partnership in connection with all information returns 
relating to the individual that are required to be issued by that person or 
partnership under the Act. For this purpose, the reporting person or partnership 
will be required to make a reasonable effort to obtain the individual’s Social 
Insurance Number. In addition to existing statutory restrictions, special rules will 
ensure that reporting persons or partnerships may use Social Insurance Numbers 
so provided only for the purposes of the Income Tax Act and related statutes. 
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Access to 
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A reporting requirement will be introduced to require investment dealers and 
financial institutions to report sales on behalf of a taxpayer of shares, precious 
metals, commodities and other investments generating income or capital gains if 
the gross proceeds of such sales exceed a prescribed amount in a year. 


A new provision will be introduced which will require partnerships with more than 
five partners to file an annual information return on behalf of the partnership. 


A new provision will be introduced which will require registration of tax shelters. 
An entity that agrees to issue tax shelter securities or delivers a selling instrument 
in respect of such an issue will be required to file a prescribed form together with a 
copy of the agreement or selling instrument. The prescribed form will be filed 
within 30 days of the end of the month in which the agreement is entered into or 
when the selling instrument is delivered. The Minister of National Revenue will 
then assign an identification number to the form and will notify the applicant of 
the number. The applicant will be required to supply the identification number to 
any taxpayers who will claim deductions, credits or other amounts relevant in 
computing their income for tax purposes as a result of an acquisition of a tax 
shelter security. 


A taxpayer who claims any deduction credit or other amount as a result of an 
acquisition of a tax shelter security will be required to report the identification 
number of the tax shelter in his tax return or the deduction will not be permitted. 
In addition, there will be a fine for any promoter who fails to comply with this new 
provision. 


These new reporting requirements will be effective on a date to be proclaimed. 


Foreign Information 


Special problems arise with taxpayer reporting and compliance where cross-border 
transactions are involved. In these cases, it can be very difficult to obtain the 
necessary information to make a proper assessment of tax for Canadian tax 
purposes. These problems often arise in the area of international transfer pricing 
where Revenue Canada is unable to obtain the information necessary to ensure 
that the transfer price is not unreasonable. Under existing tax law Revenue 
Canada may adjust transfer prices in non-arm’s-length cases that involve non- 
residents to amounts that are “reasonable in the circumstances’. This 
determination is difficult in many cases where it is necessary to examine 
documents in the possession and control of the non-resident. The current methods 
for obtaining access to foreign-based information are inadequate. 


Given the nature of the problem and the rules in other jurisdictions, it is proposed 
that: 


e Revenue Canada be authorized to require the production of foreign-based 
information in a manner similar to the formal document request found in 
section 982 of the /nternal Revenue Code of the United States or section 21A 


of the New Zealand Inland Revenue Department Act, 1974. This procedure 
would allow Revenue Canada to request a taxpayer to produce foreign-based 
information that is relevant to the Canadian tax treatment of a transaction. 
The taxpayer would have an opportunity to challenge the request on 
application to a judge of a superior court having jurisdiction in a province and 
if the court finds the request unreasonable it could be set aside. If the 
taxpayer fails to substantially comply with the request, and if the foreign 
information request is not set aside by a court, the taxpayer would be obliged 
to supply the information requested. If the taxpayer fails to comply, the 
taxpayer would be prohibited from introducing the information covered by 
the request in a Canadian court. 


e A prescribed form similar to the U.S. Form 5472 would be required to be 
filed by corporations carrying on business in Canada that engage in 
transactions with foreign entities. This form would provide auditors with 
information relating to transactions between a corporation that is required to 
file a return in Canada and a related foreign corporation. This form would be 
required to be filed annually with the corporation’s tax return. This form 
would require the taxpayer to disclose specific information relating to 
transactions such as sales and purchases of stock-in-trade, rents, royalties and 
commissions paid and received. There would be penalties for failure to file. 


e In order to allow Revenue Canada sufficient time to obtain the necessary 
assessing information in cases involving cross-border transactions, it is 
proposed to extend the statutory limit for the related tax assessments for 
some reasonable time beyond the current three-year period. 


It is believed that these changes will ensure better taxpayer reporting and 
compliance where cross-border transactions are involved. 
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Annex 3 


Notes on General Methodology 
Personal Income Tax 


The aggregate impacts of personal tax reform presented in Chapter 4 were 
estimated using a personal tax model maintained by Revenue Canada. The model 
comprises a representative sample of approximately 150,000 tax returns for the 
1984 taxation year. The various components of income, deductions and 
exemptions and the number of taxfilers are projected to 1988. The model 
essentially recalculates tax for each taxfiler in the sample under the tax reform 
proposals, and tabulates the results. Where precise information necessary to 
simulate the impact of certain tax reform measures is not now reported on tax 
returns, estimates were made on the basis of other sources of information. 


Throughout the paper, households or individual taxfilers are grouped in income 
ranges according to their adjusted total income. A number of adjustments, as 
described below, were made to total assessed income as reported on tax returns to 
arrive at a measure of adjusted total income which more accurately reflects the 
economic income of taxpayers. 


One set of adjustments adds back currently-non-taxed income and certain tax 
deductions. The tax-exempt one-half of realized capital gains, the capital cost 
allowance on certified multiple unit residential buildings (MURBs), Canadian 
exploration expense, depletion deduction, and the exempt portion of scholarship 
income were added back to total income in arriving at adjusted total income. 
On the other hand, the 33 1/3-per-cent gross-up of cash dividends received, and 
carrying charges to the extent of investment income, were deducted from total 
income as reported in taxation statistics in arriving at adjusted total income. 


With respect to this last adjustment, if all investment income were measured on an 
accrual basis then it would be appropriate to subtract all carrying charges on loans 
to make investments in measuring economic income. Given that the available data 
do not allow the measurement of investment income on accrual basis, carrying 
charges were deducted only up to the amount of investment income reported for 
tax purposes. This adjustment achieves only an approximate matching of income 
and expenses. 


Unless otherwise indicated in the text or footnotes to individual tables, the average 
personal income tax rates are computed as federal tax after all credits as a per 
cent of adjusted total income as described above. 
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All estimates presented relate to 1988 income and population projections. The 
impact of reform measures is estimated by simulating the current and the mature 
post-reform systems for 1988 and comparing the results. Some of the tax reform 
measures are phased in over several years so that their full impact does not occur 
until later years. The impact tables do not include the effect of increasing the 
refundable sales tax credit from $50 to $70 per adult and from $25 to $35 per 
child. 


Individuals are considered to be taxpayers if their federal basic tax is positive, 
even though they may have received a tax refund due to their eligibility for the 
child tax credit or the refundable sales tax credit. Individuals who no longer have 
to pay federal tax as a result of tax reform include those whose federal basic tax is 
reduced to zero. 


The background papers present information for the first time on a household 
basis. For this purpose, tax returns of individuals were matched to that of their 
spouses and the income and the tax increase or decrease for each were added 
together. The count of households includes married couples, unattached single 
individuals with or without dependants, and persons living with their families but 
not claimed as dependants. 


Chapter 2 presents estimates of special deductions and exemptions as a per cent of 
total assessed income. These were calculated directly from taxation statistics 
published by Revenue Canada. Special deductions and exemptions include 
deductions in respect of CPP/QPP contributions, unemployment insurance 
premiums, pension and RRSP contributions, registered home ownership savings 
plan contributions, employment expenses including the general expense deduction, 
other expenses of employment, union and professional dues, child care expenses, 
education and tuition fees, medical expenses, disability, charitable donations, 
investments in multiple-unit residential buildings, films, and resource investments, 
and in respect of the first $1,000 of investment income and pension income. 


Corporate Income Tax 


152 


Throughout the analysis of the impact of corporate tax firms are classified as 
either profitable or non-profitable based on their income on their financial 
statements, adjusted as described below. Similarly, average tax rates are computed 
as a per cent of adjusted financial statement income. This is defined as the 
corporation’s pre-tax, Canadian income on its financial statements, after 
deducting any inter-corporate dividends received. The analysis examines Canadian 
tax on Canadian income assuming that most Canadian tax on foreign source 
income is offset by the foreign tax credit. Dividends are excluded from adjusted 
financial statement income since they are assumed to be paid out of income 
subject to tax in the hands of another corporation. While some dividends are, in 
fact, paid by firms that are themselves non-taxable, including them in the income 
of the recipient firm would double-count the amount of income of the corporate 
sector. Net capital gains as reported on company books were also deducted from 
financial income. Financial income in the resource sector is net of provincial 
royalties paid by corporations. 


Average federal corporate tax rates are computed as the federal taxes payable as a 
per cent of financial statement income for corporations (adjusted as described 
previously). Taxes paid were also adjusted in a number of ways in order to isolate 
the current year impact of taxation with respect to business income earned in the 
year. The federal tax savings from losses that were carried back and the 
discounted tax value of losses carried forward were deducted from current-year 
tax payable. On the other hand, the tax value of prior year losses carried forward 
into the year was added back to taxes payable. 


The calculations were performed on a representative sample of corporations 
collected annually by Revenue Canada. There are approximately 15,000 
corporations in the sample in each year, drawn from the universe of all 
corporations. A number of years of historical data were used to ensure the results 
are representative of profit or investment performance over the business cycle. 


The average corporate tax rates under the pre-reform system represent the 
phased-in corporate tax system including the changes introduced in the February 
1986 budget. The adjustments simulate the pre-reform tax system as if it had 
always been in place. This produces an appropriate base against which to examine 
the mature system impact of different alternative tax regimes. The adjustments 
taken into consideration included removal of the inventory allowance, the phase- 
out of the general investment tax credit and the rate reductions announced in the 
February 1986 budget. No behavioural response was taken into account when 
making the adjustments. 


The average federal tax rates under the tax reform proposal were calculated using 
the same methodology as described above after adjusting the corporate data for 
the proposed changes. No behaviourial responses were taken into account. The 
estimation of the impact of corporate tax reform was done assuming that the new 
provisions had always been in existence. Calculations reflect the mature system 
impact of provisions in the case of the CCA rate changes, the capitalization 
measures applying to real estate and the measures introduced in the financial and 
insurance sector. 


The tax rates on new investment set out in Chapter 4 were derived under the 
following set of assumptions: 


1. Corporations are taxpaying and able to take full advantage of all 
deductions and credits. 


2. Corporations undertake financing so as to maintain a fixed debt/equity 
ratio. 


3. There are no real capital gains on physical assets. 


4. Corporations invest so as to maximize the discounted value of their real 
dividend stream, or equivalently, the value of their equity. 


5. The nominal interest rate and return on equity are determined by 
international markets. 
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The tax rate on new investment for a given type of capital is the proportional 
difference between the before-tax rate of return required by an investor, r,, and 
the corresponding after-tax rate of return, r,: 


t = ((r, — r,)/tz) x 100 


The after-tax return is a weighted average of the return on debt and the return on 
equity, determined as follows: 


r,= Bi+ (1 — Ble —-p 
where, 
i = nominal interest rate on Canadian assets; 
e€ = nominal return on Canadian equity; 
B = the proportion of investment financed by debt; 
p = the rate of inflation. 


The proportion of investment financed by debt and the risk premium on equity 
investments are assumed to be the same for all firms. The formulas for the 
required returns are taken from R. Boadway, N. Bruce and J. Mintz, “Taxation, 
Inflation and the Effective Marginal Tax Rate on Capital’, Canadian Journal of 
Economics, 1984, pp. 62-80. The gross rate of return required on depreciable 
assets is determined by the following formula: 


eh OY al wk etl 9D ra Fp 
and for inventories (with a holding period of less than one year): 
r'+ up 
(1 —u) 
where, 
u = the combined federal/provincial corporate tax rate; 
tr; = the after-tax cost of financing for the firm = Bi(1-u)+(1-B)e-p; 
d = the rate of depreciation on physical assets; 
c = the investment tax credit rate; 
Z = the present value of the CCA deductions. 


The combined federal/provincial tax rate (u) is a weighted average of the various 
provincial rates in effect, weighted by the proportion of investment in each 
province, estimated using Statistics Canada data. 


Tax rates on new investment were calculated for 31 types of capital in each of 

35 industries for both small and large firms. Weighted averages were developed to 
obtain the aggregated results illustrated in the tables. The 35 industries were 
aggregated into broader classifications based upon industry investment flows 
obtained from Statistic Canada, Corporate Financial Statistics (# 61-207). 


Charts 2.4 and 2.5 in Chapter 2 are based on 1983 taxation data. A profitable 
firm is non-taxable if its federal tax paid is less than | per cent of its adjusted 
financial statement income. 
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Tableau 2.2 


Répartition des contribuables en fonction du revenu et du taux moyen d’impot fédéral sur leurs revenus, 1984 


8 eee ee eee eee OOOO 


Répartition en pourcentage des particuliers en fonction du taux moyen d’imposition” 


Taux Taux Taux Taux Taux Taux Taux 
Revenu Nombre de Pourcentage Aucun moyen moyen moyen moyen moyen moyen moyen 
total contribuables des déclarants impot® 0-5 5-10 10=1597 155 20% 20 —25=. 25:= 30 30+ Total 
(milliers $) (milliers) (pour cent) 

0-10 5,813 37.4 73 18 9 - - = - - 100 
10 - 20 4,178 26.9 5 16 53 26 - - - - 100 
20 — 30 PA poy 17.7 1 3 25 69 2 - - - 100 
30 — 40 1,584 10.2 1 2 7 66 24 - ~ = 100 
40 — 50 661 4.3 1 2 5 40 51 l - - 100 
50-75 396 / es) 2 2 5 15 64 12 - - 100 
75 — 100 83 0.5 2: 2 > 11 26 = 52 1 - 100 
100 — 150 48 0.3 4 4 5 10 16 40 oN. - 100 
150 et plus 33 0.2 4 5 5 9 16 ED 34 8 100 
TOTAL 15,552 100.0 29 1 23 28 7 1 - - 100 


ee ee eee ee ee ee EEE 


() Le revenu total est le revenu de toutes provenances, y compris le montant total des gains en capital et des dividendes en espéces (avant majoration), avant déduction des dispositions 
fiscales incitatives comme le DPA des IRLM et des films ainsi que les déductions pour exploration et épuisement a l’égard des investissements dans le secteur des ressources 
naturelles. Comme il est difficile de s¢parer les déductions incitatives des autres déductions des dépenses courantes, on a calculé le revenu total sans que les pertes nettes d’une source 
quelconque soient déduites du revenu tiré par le contribuable d’autres sources. 


(2) Le taux moyen d’impét fédéral a payer, avant le crédit d’impét pour enfants, divisé par le revenu total. La réduction d’impét fédéral en vigueur en 1984 a été éliminée depuis et n’est 
pas comprise dans les calculs. 


3) Contribuables ayant moins de $10 ou 0.1 pour cent du revenu a payer en impdot fédéral. 


Voir les autres remarques des tableaux a l’annexe 3. 
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